


ABOUT CONSECO, INC.

We are a holding company for a group of insurance
companies operating throughout the United Stares.
Our companies develop, market and administer
supplemental health insurance, annuities, individual
life insurance and other insurance products. We
focus on serving the high-growth and underserved
senior and middle-income markets through three
distribution channels: retail {through career and
independent agents), direct to consumers (through
television, internet and direct mail advertising) and

through employer benefit managers at the worksice.
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TO OUR
SHAREHOLDERS

Conseco made measurable progress on many fronts
during a turbulent 2007 as we continued to imple-
ment our strategy to “Fix, Focus and Grow™ the
company. Qur financial performance overall
reflected certain actions taken during the year in an
effort to resolve issues from our past. In taking
those actions, along with numerous enhancements
to operations across the enterprise, we have signif-
cantly strengthened Conseco and positioned our-
selves for greater performance and improved
long-term shareholder value.

While the transformation of Conseco is a
complex story, we are optimistic about the future
prospects of our company and realizing its potential
for the simple reason that our core businesses are
growing rapidly, as is our defined market: middle
income Americans and retirees. Even in a challenging
economic environment, our businesses delivered a

strong performance in 2007, with growth in sales

and collected premiums. These factors, coupled with
extensive operational improvements and a sound
capital management plan, lead us to reiterate that
our long-term goal of improving return on equity
(ROE} to 11 percent for 2009 is achievable.

FINANCIAL PERFORMANCE
Nortwithstanding the actions we’ve taken to address
problems from the past, our company remains
financially strong. We have invested our capiral ro
fix many legacy issues, while maintaining strong
liquidity at the holding company, strong risk-based
capital and relatively low debt ratios. At the same
time, we are seeing our long-term care closed block
of business trend towards breakeven and our core
businesses positioned for significant growth.

For 2007, Conseco reported a net loss applicable
to common stock of $194 million, which includes

$77.8 million of net realized investment losses and
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a $68 million increase in the valuation allowance
for deferred rax assets.

Qur book value per share, excluding accumu-
lated other comprehensive income, was $24.42,
compared with $26.98 in the prior year. Our debt
and preferred stock-to-total capital ratio, excluding
accumulated other comprehensive income, was
21 percent, compared with 29 percent last year, and
the risk-based capital at our insurance companies
remains strong at 296 percent, down from 357 per-
cent in 2006 due to our long-term care reserve
strengthening, costs related to a litigation settlement
and net capiral losses.

Conseco’s liquidity position also remains strong,
with more than $80 million in cash at the holding
company level, an untapped bank line, and a posi-
tive cash flow from subsidiaries, Qur investment
quality remains high, with very limited exposure to

sub-prime asset-backed securities. While we are not

immune to the realities of market volatility, our
goal is to provide relative stability and predictabiliry.
Finally, our share repurchase program continued
during the year, as we bought back 5.7 million shares
of stock.

We changed the portfolios of the businesses with
two major transactions in 2007. We closed the sale of
an old block of fixed and equity-indexed annuities
to a subsidiary of Swiss Re Life and Health America,
and we completed the recapture of a block of
Colonial Penn’s traditional life policies, part of our
core business, from the same firm.

We are pleased to report that our turnaround
program for our long-term care closed block of
business has produced results. We have aggres-
sively addressed many issues with that block, and
the business has stabilized to the point we expect
it will approach breakeven performance in 2008,

in large part due to the $110 million reserve

Dan R. Bardin Steven M., Stecher
President Executive Vice President
Conseco Insurance Operations

Edward J. Bonach

Executive Vice President President

Scott R, Perry

& Chief Financial Officer Bankers Life and Casualty



strengrhening during the second quarter of 2007.
Numerous enhancements in process, technology,
organizational design and management also have
contributed to this program’s success. Of significance,
we signed an agreement with Long Term Care Group,
a privately held third party administrator, to imple-
ment systems and operational solutions thar will
benefit those customers. We still have much to do,
including working with our regulators on justified
rate increases, and continuing to improve our claims
operations and expense management.

The critical first phase of our remediation plan to
address our material weakness in internal control,
first disclosed in the prior year, has been complered.
As a result of remediation procedures performed in
the fourth quarter of 2007, Conseco restated its
financial statements for the years 2006 and 2003,
along with affected financial data for 2004 and
2003, and quarrterly financial information for 2006
and the first three quarters of 2007, as reflected in
the accompanying Form 10-K. The remediation
process 1s continuing, and further developments

will be described in future filings.

BUSINESS PERFORMANCE

Bankers Life, our career distribution channel, again
demonstrated the unique competitive advantages this
channel provides to Conseco. Bankers Life continued
to grow at a 10 percent compound growth rate—
a record it has achieved each year since 2003. New
annualized premium for the year was $294 million,
a 10 percent increase over 2006,

Backing Bankers Life performance was growth
in life, prescriprion drug and Medicare Advantage
private-fee-for-service products, and the opening of
five new sales offices in New York State. Bankers
Life also grew its agent force by 10 percent to 4,500

agents, while improving agent productivity, and

added new products and increased field support.

Colonial Penn, our direct distribution channel,
also delivered impressive results in 2007, with new
annualized premium increasing by 27 percent over
the prior year. Earnings, however, were down during
the year due to charges for expenses related to a pilot
program to extend the Colonial Penn brand into the
Medicare Advantage private-fee-for-service market.

During the fourth quarter, Colonial Penn also
recaptured a sizeable block of life insurance business
that had been reinsured in 2002. This transaction is
accretive to the earnings and return-on-equity of the
company going forward.

At Conseco Insurance Group, our independent
distribution channel, while overall sales were down
21 percent, there was a greater focus on more profit-
able business, with the contribution to profit from
the new business higher than a year ago. Conseco
Insurance Group showed gains in specified disease
products, our highest margin product, offset by
declines in Medicare supplement and annuity sales.

Going forward, Conseco Insurance Group is sup-
porting continued growth in Performance Matters
Associates, our owned distribution organization,
increasing active producers and building market share
in supplemental health and life insurance products.

Progress has continued on a number of opera-
tional fronts as well during 2007. We completed the
consohidation of Bankers Life back office functions
into our Carmel, Indiana offices, providing improved
service for both policyholders and agents, and, when
the consolidation of operations is completed by the
end of the second quarter of 2008, expect to realize
savings in excess of $25 million a year. We also
continued to simplify our systems environment,
eliminating several systems in the third and fourth
quarters, with further reductions expected over the

next few years.




MANAGEMENT LEADERSHIP

We were pleased to announce the addition of two
highly experienced new directors to our board of
directors. Donna James, president and managing
director of Lardon & Associates, and Doreen Wright,
senior vice president and chief information officer of
Campbell Soup Company, joined the board in May.

Additionally, Conseco recruited a number of
senior industry executives during the year, including
Ed Bonach, Chief Financial Officer, Dan Bardin,
President of Conseco Insurance Group, Tom Barta,
Senior Vice President of Financial Planning and
Analysis, Mark Billingsly, Senior Vice President of
Health Valuation, Mark Johnson, Chief Compliance
Officer, David Nelson, Senior Vice President of Sales
for Bankers Life, and Tim Tongson, Senior Vice

President in Corporate Actuarial.

LOOKING FORWARD

Conseco has been raking the necessary steps to
enhance its performance on many fronts, and we
are making significant progress. Conseco is funda-
mentally well positioned to serve the needs of its core
market, middle income Americans and retirees, to
grow profitably and to deliver long-term value to
its shareholders.

We have refocused our business model. Unlike
many of our peers in the industry, Conseco starts with
its customers and designs its products around their
needs, instead of starting with a group of products
and looking for a market to sell them into. We have
reduced the complexity of our products, while offering
more choices. Qur products are specifically tailored
for the customers we have chosen to serve, who hap-
pen to comprise the fastest growing segment of the
middle market, one that is expected to include 70 mil-
lion Americans age 65 and older by the year 2030.

We have depth of experience and a deep under-

standing of the concerns that this market faces as

they look to retirement, to supplement income, to
provide for health insurance or security and protec-
tion from adversity. Many of our competitors are
abandoning the middle marker as they strive to serve
more affluent consumers, but this is precisely where
Conseco excels and where it remains committed.
We have competitive differentiation in three
important ways: our array of product offerings; our
service through a highly efficient centralized opera-
tions center; and, our multiple distribution channels
that allow customers a choice in how they buy insur-
ance. Those choices include buying direct, at the
workplace, from an independent broker or from one
of our career agents who comprise one of the largest
and most knowledgeable agent forces in the industry.
We have a tremendous opportunity ahead of us to
capitalize on our unique combination of strengths:
our market position, our refocused business model,
our operational improvements, our breadth of prod-
ucts and our delivery capabilities, all designed to
serve a rapidly growing yet underserved market-
place that we understand well. The ingredients for
success are there, coupled with the right business
strategy and the ability to deliver on that strategy.
At the start of 2007, we defined our core values,
rooted in our business, as: Integrity; Customer Focus;
Excellence; and, Teamwork. None of the progress
Conseco has made during the past year would have
been possible without the dedication and hard work
of our 4,000 associates and their belief in those
values. We are fortunate to have an equally dedicated
management team and the support and guidance of
our board of directors as we enter this year with a

renewed commitment to our company’s future.

[ W
C.!James Prieur
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CONSECO IN THE
COMMUNITY

As a company, we provide hnancial support for a
number of causes that contribute to the well-being
of our communities. As individuals, we invest our
time and talents in the same causes. In support of
Conseco’s business objectives, and to encourage the
professional and personal development of our
employees, we support employee engagement in
our communities. Approximately 735 employces
participated in one or more volunteer activities in

2007, donaring a total of more than 5,400 hours of

volunteer service to these and other organizations.

Komen Race for the Cure

The Susan G. Komen Race for the Cure is the nation’s largest
charitable walk-a-thon event supporting breast cancer
research. [n alignment with Conseco's business commitment
to support and assist those who are diagnosed with cancer,
Conseco has supported and participated in the Indianapolis
race for the past eight years. Each year, the team raises money
through personal donations, pledges and campus fundraisers.

In the 2007 Race for the Cure, Team Conseco fielded a team
of 180 registered participants —the fifth-largest team in the
Indianapolis event. Team Conseco raised more than $16,000,
placing us among the top-10 i - '
fundraisers out of 688 local teams ‘ il

and more than doubling the funds
raised in 2006. Qur 2007 Race for
the Cure effort was dedicated to
associate Paula Franks, who passed
away shortly after the 2006 Race fol-
lowing her own battle with cancer.

Alzheimer's Association

The Alzheimer’s Association is the leading voluntary health
organization in Alzheimer's care, support and research. Its
mission is to eliminate Alzheimer's disease through the
advancement of research; to provide and enhance care and
support for all affected; and to reduce the risk of dementia
through the promotion of brain health. Bankers Life and
Casualty Company, a Conseco subsidiary, has been a national
corporate sponsor of the Alzheimer's Association since 2003.

FORGET ME NQOT DAYS®

More than 1,000 agents and employees of Bankers Life and
Colonial Penn Life Insurance Company (another Conseco sub-
sidiary) dressed in green gardening aprons and took to street
corners in 90 different cities across the country on May 18-19 to
collect donations during the company's 2007 Forget Me Not
Days fundraiser. Agents and employses raised more than
$178,000 for local Alzheimer's Association chapters nationwide.

Adopt-a-Family

Each holiday season, Conseco Carmel partners with the United
Christmas Service (a United Way agency). UCS identifies local
families in need. Conseco provides $1,000 of funding per
family. Teams of employee volunteers often add their own
donaticns or perform additional fundraising, shop for holiday
gifts and wrap them, then deliver them to their adopted fam-
ilies—along with boxes of groceries and household items.
Qver the past eight years, this Conseco program has provided
holiday cheer for hundreds of central Indiana families.

American Red Cross

Conseco Carmel and the American Red Cross of Greater
Indianapolis established a unigue business-ta-non-profit rela-
tionship late in 2003. It is a natural fit: the American Red
Cross helps people prevent, prepare for and respond to
emergencies, and many of Conseco's products help prepare
Americans for the same challenges.

EMPLOYEE VOLUNTEER PROGRAM
To encourage employee participation, the company hosts
volunteer fairs and training sessions and offers “time off”
incentives based on volunteer hours. As a result of this
partnership, Conseco volunteers have
contributed in almost every area of the
Red Cross. In 2007, 31 employees
donated 2,587 hours of service to the
Red Cross.

HEROES HALL OF FAME

Conseco is the presenting sponser for
this annual event. For 48 years, the
American Red Cross Hall of Fame has
paid tribute to individuals from the
centra! Indiana community who exemplify the

spirit of the worldwide Red Cross movement by risking their
lives for others.




Habitat for Humanity

to be used for home improvements in Indianapolis.

Habitat for Humanity of Greater Indianapolis joins with low-income families and other
community partners to provide home ownership opportunities and communities of
hope. Team Conseco launched a partnership with Habitat for Humanity in 2007 by
participating in HH's summer build project on July 28. We provided volunteers for the
build site to assist with siding, baseboards, attic access and painting.

Other Conseco volunteers helped with the hospitality station, where breakfast, lunch,
and water were provided to building volunteers at the build site, and staffed Habitat
for Humanity's Home Store, arranging and restocking shelves with donated materials

Conseco depends on the
goodwill and support of its
communities. We want our
communities to view Conseco
as a vital community asset,

a good neighbor and an
‘employer of choice!

Conseco Fieldhouse/Indiana Pacers

Conseco is the naming spoensor of Conseco Fieldhouse —one
of the most critically acclaimed sports venues in America,
and home to the Indiana Pacers of the National Basketball
Association, the Indiana Fever of the Women's National
Basketball Association, the Indiana Ice of the U.S. Hockey
League, and many musical and entertainment avents.

THREE-POINT CHARITY PROGRAM

Conseco makes a donation to the
Pacers Foundation for every three-
point shot made by a Pacers player

. . s 1 b iy ' g
at Conseco Fieldhouse during the |l = 2 = s
NBA regular season. (This commit- N

ment is part of our Consaco Field- .
house sponsorship,) Our donation for the 2006-2007 season
was $12,300.

PACERS COMMUNITY TICKET BLOCK
As part of our Conseco Fieldhouse
sponsorship, Conseco donates 20 pairs
of tickets to each Pacers home game
(through the Pacers Foundation) to local
charitable organizations. A number of
non-profit groups received tickets for
the 2007-2008 regular season.

United Way

The United Way helps sustain
vital human services for those
who need help most while
reducing such needs for
future generations. Each fall,

Conseco Carmel spansors a

campus-wide campaign on

behalf of the United Way of

Central Indiana. The 2007 Conseco United Way employee cam-
paign surpassed $180,000—13% ahead of the campaign goal.
Adding in the 33% Conseco match, the employee campaign
generated nearly $240,000 for the United Way.

PROJECT CLEAN UP CLINTON STREET

The Hamilton Centers Youth Service Bureau serves the physi-
cal, social, emotional, educational and self-discovery needs
of troubled and at-risk youth and families of Hamilton and
surrounding counties. The bureau's Clinton Street facility in
Noblesville (Ind.), the future home of a pregram for pregnant
and parenting teens, needed renovation in preparation for its
opening in January 2008.

"HELP US SHINE!"

Second Helpings serves greater Indianapolis by rescuing pre-
pared and perishable food, re-preparing it into nutritious
meals, and distributing those meals to over 50 social services
organizations that feed hungry people. The Team Conseco
volunteers washed and cleaned Second Helpings' box trucks
and delivery vans.

Arthritis Foundation

The mission of the Arthritis Foundation is to improve lives
through leadership in the prevention, control and cure of
arthritis and related diseases. The Arthritis Foundation is the
only naticnal not-for-profit organization that supports the
more than 100 types of arthritis and related conditions with
advocacy, programs, services and research.

Team Conseco fielded a team of 64 associates and their
friends/family members in the Jingle Bell Run/Walk for
Arthritis—a 5K event on Dec. 8 at the National Institute of
Fitness and Sport in downtown Indianapolis.
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PART 1

ITEM 1. BUSINESS OF CONSECO.

Conseco, Inc., a Delaware corporation (“CNO™), is the hoiding company for a group of insurance companies operating
throughout the United States that develop, market and administer supplemental health insurance, annuity, individual life
insurance and other insurance products. CNO became the successor to Conseco, Inc., an Indiana corporation (“Old Conseco”
or our “Predecessor™), in connection with our bankruptcy reorganization which became effective on September 10, 2003 (the
“Effective Date™). The terms “Conseco,” the “Company,” “we,” “us,” and “our” as used in this report refer to CNO and its
subsidiaries or, when the context requires otherwise, Old Conseco and its subsidiarics. , : o

We focus on serving the senior and middle-income markets, which we believe are attractive, underserved, high growth
markets. We sell our products through three distribution channels: career agents, professional independent producers (some
of whom sell one or more of our product lines exclusively) and direct marketing. As of December 31, 2007, we had
shareholders’ equity of $4.2 billion and assets of $33.5 billion. For the year ended December 31, 2007, we had revenues of
$4.6 billion and a net loss of $179.9 million. See our consolidated financial statements and accompanying footnotes for
additional financial information about the Company and its segments.

We manage our business through the following: threc primary operating segments, Bankers Life, Conseco Insurance
Group and Colonial Penn, which are defined on the basis of product distribution; a fourth segment comprised of other
business in run-off; and corporate operations. Our segments are described below:

e  Bankers Life, which consists of the business of Bankers Life and Casualty Company (““Bankers Life and Casualty™),
markets and distributes Medicare supplement insurance, life insurance, long-term care insurance, Medicare Part D
prescription drug program, Medicare Advantage products and certain annuity products to the senior market through
approximately 5,100 career agents and sales managers. Bankers Life and Casualty markets its products under its
own brand name and Medicare Part D and Medicare Advantage products primarily through marketing agreements
with Coventry Health Care (“Coventry™).

' '

o Conseco Insurance Group, which markets and distributes specified disease insurance, Medicare supplement
insurance, and certain life and annuity products to the senior and middle-income markets through approximately-350
independent marketing organizations (*IMOs”) that represent over 5,200 producing independent agents. This
segment markets its products under the “Conseco” and “Washington Nationai” (a wholly-owned insurance
subsidiary of Conseco) brand names. Conseco [nsurance Group includes primarily the business of Conseco Health
Insurance Company (“Conseco Health™), Conseco Life Insurance Company (“Conseco Life”), Conseco Insurance
Company and Washington National Insurance Company (“Washington National™}, other than any run-off long-term
care and major medical insurance issued by those companies. Such run-off business is included in the Other
Business in Run-off segment. .

e Colonial Penn, which consists of the business of Colonial Penn Life Insurance Company (“Colonial Penn™),
markets graded benefit and simplified issue life insurance directly to customers through television advemsmg, dlrect
ma1l the mtemet and telemarketing. Colonial Penn markets its products under its own brand name.

o Other Buvmew in Run-off, which includes blocks of business that we no longer market or undcrwnte and are
managed separately from our other businesses. This segment consists of: (i} long-term care insurance sold in-prior
years through independent agents; and (ii) major medical insurance. The Other Business in Run-off segment is ~
primarily comprised of long-term care business issued by Conseco Senior Health Insurance Company (“Conseco
Senior”) and Washington National, subsidiaries that were acquired in 996 and 1997, respectively. Long-term care
collected premiums represented more than 99 percent of this segment’s total collected premiums in 2007. Of the
long-term care collected premiums in this segment for the'year ended December 31, 2007, approximately 88 percent

related to Conseco Senior, approximately 8 percent related to Washington National and 4 percent related to other ~

‘Conseco insurance subsidiaries. In 2007, long-term care premiums represented approx1mately 84 percent of the”
premiums collected by Conseco Senior and approximately 6 percent of the premiums collected by Washington
National.

s Corporate operations, which consists of holding company activities and certain noninsurance company businesses
that are not part of our other segments. : N




" QOur major go'alsrfor' 2008 include:

OUR STRATEGIC DIRECTION AND 2008 PRIORITIES

It is our vision to be a premier provider of insurance products to America’s middie-income.families and seniors. Our.
insurance companies help protect them from financial adversity: Medicare supplement, long-term care, cancer;-heart/stroke
and accident policies protect people against unplanned expenses; annuities and life producls help people plan for their
financial future We believe our products meel the needs of our target markets. » :

We belleve our mlddle market target'is underserved by a majority of ﬁnanc:al service prov:ders and that the aging populatlon
will create strong growth in these target markets. Important trends impacting middle market consumers include:

Lt ' A . . Ve

o - Increased life expectancy. = e . o m

+

s Discontinuance or reduction in employer-sponsored benefit programs.

¢ Rising healthcare costs.

e - i . L !

e Projected gaps between the annual costs and revenues of government-sponsored plans such as Social Security and .
Medicare.

3 -

e v " T aw .
We believe our multiple distribution channels provide broad reach across the market since consumers can access our products

through an agent (Bankers Life or Conseco Insurance Group), without an agent {Colonial Penn), and at the worksite
{Conseco Insurance Group).

e  Maintaining strong growth at Bankers Life aid Colonial Penn.
o Qoniinuing to 'ir'n'prove the focus and profitability mix of sales at Conseco Insuratice Group. e
1 i CE . - . B

e Improving ehrnings stability and reducing volatility.

. Improving the Jperformance of the long-term care business in our Other Business in Run-off segment by continuing
‘ot aggresswely seek actuarially justified rate mereases and by improving clalms management.

‘Y

. Completing the remediation project relating to our material weakness in internal controls.

»  Reducing our enterprise exposure to long—term care business.

For

. Improvmg or d1sposmg of underperformmg blocks of busmess

¥ .
. Re deploymg capltal to generate 1mproved retumns.
. Positioning the Company to achieve an 1 1 percent operating return on equity in 2009. - TR

OTHER INFORMATION o . . -‘

CNO Is the successorto Old Conseco We emerged from bankruptcy on the Effectlve Date Old Conseco was
organized in 1979 as an Indiana corporation and commenced operations in/1982, Our executive offices are.located at 11825
N.-Pennsylvania Street, Carmel, Indiana 46032, and our telephone number is (317) 817-6100. Our annual reports on Form
10-K, quarterly reports on Form 10-Q, current reports on Form 8-K and amendments to those reports filed or.furnished: -
pursuant to Section 13(2) or 15(d) of the Securities Exchange Act are available free of charge on our website at
WWW.CONSECo.com as soon as reasonably practicable after they are electronically filed with, or furnished to, the Securities
and Exchange Commission (the*“SEC™), These filings are also available on the SEC’s website at www.sec.gov. In‘addition,

* the public may-read and copy. any document we file at the SEC’s Public.Reference Room located at 100 F Street, NE, Room

1580, Washington, D.C. 20549. The public may obtain information on-the operation of the Public Reference Room by
calling the SEC at 1-800-SEC-0330. Copies of these filings are also available,'without charge, from Conseco Investor




Relations, 11825 N. Pennsylvania Street, Carmel, IN 46032.

~ Our website also includes the charters of our Audit and Enterprise Risk Committee, Executive Committee,
Governance and Strategy Committee, Human Resources and Compensation Commitiee and Investment Committee, as well
as our Corporate Governance Operating Principles and our Code of Business Conduct and Ethics that applies to all officers,
directors and employees. Copies of these documents are available free of charge on our website at www.conseco.com or
from Conseco Investor Relations at the address shown above. Within the time period specified by the SEC and the New
York Stock Exchange, we will post on our website any amendment to our Code of Business Conduct and Ethics and any
waiver apphcable to our principal executive officer, principal financial officer or principal accounting officer,

In June 2007, we filed with the New York Stock Exchange the Annual CEO Certification regardmg the Company ]
compliance with their Corporate Governance listing standards as required by Section 303A.12(a) of the New York Stock
Exchange Listed Company Manual. In addition, we have filed as exhibits to this 2007 Form 10-K the applicable
certifications of the Company’s Chief Executive Officer and Chief Financial Officer required under Section 302 of the
Sarbanes-Oxley Act of 2002 regarding the Company’s public disclosures.

Data in ltem 1 are provided as of or for the year ended December 31, 2007 (as the context implies), unless otherwise
indicated.

MARKETING AND DISTRIBUTION

Insufance ,

Our insurance subsidiaries develop, market and administer supplemental health insurance, annuity, individual life
insurance and other insurance products. We sell these products through three primary distribution channels: carger agents,
professional independent producers (some of whom sell one or more of our product lines exclusively) and direct marketing,
We had premium collections of $4.3 billion, $4.3 billion and $3.9 billion in 2007, 2006 and,2005, respectively. .

Our insurance subsidiaries collectwely hold Ilcenses to market our insurance products in all fifty states, the District of
Columbia, and certain protectorates of the United States. Sales to residents of the following states accounted for at least five
percent of our 2007 collected premiums: Florida (8.5 percent), California (7.3 percent), Texas (6.6 percent) and
Pennsylvania {6.1 percent}.

We believe that most purchases of life insurance, accident and health insurance and annuity products occur only after
individuals are contacted and solicited by an insurance agent. Accordingly, the success of our distribution system is largely
dependent on our ability to attract and retain experienced and highly motivated agents. A description of our pr:mary
distribution channels is as follows:

Career Agents. This agency force of approximately 5,100 agents and sales managers working from 159 branch
offices, establishes one-on-one contact with potential policyholders and promotes strong personal relationships with existing
policyholders. The career agents sell primarily supplemental health and long-term care insurance policies, life insurance and
annuities, In 2007, this distribution channel accounted for $2,631.6 million, or 61 percent, of our total collected premiums.
These agents sell only Bankers Life and Casualty policies and typically visit the prospective policyholder’s home to conduct
personalized “kitchen-table” sales presentations. After the sale of an insurance policy, the agent serves as a contact person
for policyholder questions, claims assistance and additional insurance neéds.

Professional Independent Producers. Professional independent producers are a diverse network of independent
agents, insurance brokers and marketing organizations. The general agency and insurance brokerage distribution system is
comprised of independent licensed agents doing business in all fifty states, the District of Columbia, and certain protectorates
of the United States. In 2007, this distribution channel in our Conseco Insurance Group segment collected $i,014.4 million,
or 24 percent, of our total premiums, and in our Other Business in Run-off'segment collected $308.1 million, or 7 percent, of
Conseco’s total collected premiums. '

Marketing organizations typically recruit agents for the Conseco Insurance Group segment by advertising our products
and commission structure through direct mail advertising or through seminars for agents and brokers. These organizations
bear most of the costs incurred in marketing our.products. We compensate the marketing organizations by paying them a
percentage of the commissions earned on new sales generated by agents recruited by such organizations. Certain of these
marketing organizations are spectalty organizations that have a marketing expertise or a distnibution system related to a .
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‘ particular product or market, such as worksite and individual supplemental health products. During 1999 and 2000, the
Conseco Insurance Group segment purchased three organizations that specialize in marketing and distributing supplemental

| health products and combined them under the name Performance Matters Associates, Inc. (“PMA™). In 2007, the PMA
distribution channel accounted for $235.9 million, or 5 percent, of our total collected premiums,

Direct Marketing. This distribution channel is engaged primarily in the sale of graded benefit life insurance policies
through Colonial Penn. In 2007, this channel accounted for $124.1 million, or 3 percent, of our total collected premiums.

Products '

The following table summarizes premium collections by major category and segment for the years ended December
31, 2007, 2006 and 2005 (dollars in millions):

Total premium collections

2007 2006 2005
Supplemental health:
BanKETS LT c.oviiiiiiciieceiieeececee e et e se e s r s e s st s b s e ta s $1,546.1 $1,308.3  $1,213.7
Conseco INSUrance GIrOUP .o e s e nenes 594.4 611.6 661.5
COolONIAl PEIN ..ottt erern et ss e sre s neransnbennes 10.4 12.0 13.8
Other Business in RUN-0fT...........oocomii et . __308.1 327.8 . 351.9
Total suppleﬁlental health ... < 2,459.0 2,259.7 22409
Annuities:
Bankers Life ...ttt bbbt s st §85.5 997.5 951.1
Conseco InSurance Group ..o e 368.6 4333 161.7
I TOA] ANNUILEES. .....c.oeiieee e ceee et ee e ee e s e e s e ssesseemsssassssesaressreantesntes 1,254.1 1,430.8 1,128
Life:
BaANKEIS LIfE...oeocvecriiericevcrece e revereceevessenesvsns v nesnsesnsestessresase st esass 200.0 184.2 152.1
Conseco InSurance GrOUP ........cccceirveieninnin e s 2873 3146 335.0
ColonIAl PENN...ooicis et ie sttt e sas s b ians i 113.7 97.2 85.1
TOAL THE ..ttt e et sar s e s et s rateans 601.0 596.0 572.2
. Total premium COllECtONS ......ccveviecriiiiiiiiniiee ettt nenes 4,314.] $4,286.5 $3,9259
|
|



Our insurance companies collected premivms from the following products: .

Supplemental Health
Supplemental Health Premium Collections {dollars in millioné)
2007 2006 2005
Medicare supplement:
BanKers LifE ....oiveeceieiecer ettt sass et s e r et resan et e e e e enere s $ 6361 %6291 % 6388
Conseco InSurance Group.... ..o eeemsessesiiad revresinenns rvereere s . 2259 2442 288.8
Colonial PEND ....ooiiei et ettt eem e em e e emn e n e b b e sbg s 9.4 - 10.9 12.4
TOUAL...eoevesceeeeeseesesseesessssssssse s sessssssss s sssssesss s eneneeer oo 871.4 884.2 940.0 |
Long-term care:
Bankers T8 ....ovioiioree e e st e eas e sa e 622.4 5924 564.2
Other Business in RUm=0fT ..o oot saea e 305.8 _323.0 349.1
LT R e eeeemeeeeestetesbesesressesssastentereenseatenseinenreinsanes 928.2 9154 - _9133
Prescription Drug Plan and Medicare Advantage products . :
included in Bankers Life .......ccccooviiiiomicicicc e 277.8 76.7 -
Specified disease products included in . . -
Conseco INSUrANCE GIOUP. ......ccovire et ssier s vcarersersaassssr s irss s erssas s seans 359.2 3577 359.5
Major medical business included in Other Business in Run-off.......ccoiiiinn .23 4.8 2.8
Other:
Bankers Life .....cccccoevecreinnn. ettt ittt ra s rara e n et e e e re e T e e e e s 9.8 . 10.1 10.7
Conseco INSurance GroUP........cooceeerieersenssnscrsressresisasssssssisssne e v 93 9.7 13.2
COlOMIAL PEIM ..vvvvev st risbisr s cie e se e sme s se e e sme b e sie s s nesmasne e sassnssenasenen 1.0 .1 . 14
TOMAL ittt s b a s e b 20.1 209 - 253
Total supplemental health premium collECtions .......ccoovvvvvrrninnmreceserrscserennencneen. $2,459.0 $2,259.7 ° $2,240.9 -

The fellowing describes our major supplemental health products:

Medicare Supplement. Medicare supplement collected premiums were $871.4 million during 2007 or 20 percent of
our total collected premiums. Medicare is a federal health insurance program for disabled persons and seniors (age 65 and
older). Part A of the program provides protection against the costs of hospitalization and related hospital and skilled nursing
facility care, subject to an initial deductible, related coinsurance amounts and specified maximum benefit levels. The
deductible and coinsurance amounts are subject to change each year by the federal government. Part B of Medicare covers
doctor’s bills and a number of other medical costs not covered by Part A, subject to deductible and coinsurance amounts for
charges approved by Medicare. The deductible amount is subject to change each year by the federal government.

Medicare supplement policies provide coverage for many of the hospital and medical expenses which the Medicare
program does not cover, such as deductibles, coinsurance costs (in which the insured and Medicare share the costs of medical
expenses) and specified losses which exceed the federal program’s maximum benefits. Our Medicare supplement plans
~ automatically adjust coverage to reflect changes in Medicare benefits. In marketing these products, we currently concentrate
on individuals who have recently become eligible for Medicare by reaching the age of 65. Approximately 50 percent of new
sales of Medicare supplement policies in 2007 were to individuals who had recently reached the age of 65.
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Both Bankers Life and Conseco Insurance Group se¢ll Medicare supplement insurance.

Long-Term Care. Long-term care collected premiums were $928.2 million during 2007, or 22 percent of our total
collected premiums. Long-term care products provide coverage, within prescribed limits, for nursing homes, home
healthcare, or a combination of both. We sell the long-term care plans primarily to retirees and, to a lesser degree, to older
self-employed individuals in the middle-income market.

Current nursing homé care policies cover incurred charges up to a daily fixed-dollar limit with an elimination period
{which, similar to a deductible, requires the insured to pay for a certain number of days of nursing home care before the
insurance coverage begins), subject to a maximum benefit. Home healthcare policies cover incurred charges after a
deductible or elimination period and are subject to a weekly or monthly maximum dollar amount, and an overall benefit
maximum. Comprehensive policies cover both nursing home care and home healthcare. We monitor the loss experience on .
our long-term care products and, when necessary, apply for rate increases in the jurisdictions in which we sell such products
Regulatory filings are made before we increase our premiums on these products,

A portion of our long-term care business resides in the Other Business in Run-off segment. This business was soid
through the independent producer distribution channel and was largely underwritten by certain of our subsidiaries prior to
their acquisitions by Old Conseco in 1996 and 1997. The performance of these blocks of business did not meet the
expectations we had when the blocks were acquired. As a result, we ceased selling new long-term care policies through this
distribution channel in 2003.

We continue to sell tong-term care insurance through the Bankers Life career agent distribution channel. This
business is underwritten using stricter underwriting and pricing standards than had previously been used on our acquired
blocks of long-term care business included in the Other Business in Run-off segment,

Prescription Drug Plan and Medicare Advantage. The Medicare Prescription Drug, Improvement and Modernization
Act of 2003 (the “MMA”) provided for the introduction of a prescription drug program under Medicare Part D. Persons - *
eligible for Medicare can receive their Part D coverage through a stand-alone Prescription Drug Plan (“PDP”). In order to
offer a PDP product to our current and potential future policyhelders without investment in management and infrastructure,
we entered into a national distribution agreement with Coventry 1o use our career and independent agents to distribute
Coventry’s PDP product, Advantra’' Rx. We receive a fee based on the premiums collecied on plans sold through our
distribution channels. In addition, Conseco has a quota-share reinsurance agreement with Coventry for Conseco enrollees
that provides Conseco with 50 percent of net premiums and related profits subject to a risk corridor. The Part D program was
effective Januadry 1, 2006. PDP collected premiums were $82.3 million during 2007 or 2 percent of our total collected
premiums.

Conseco expanded its strategic alliance with Coventry by entering into a national distribution agreement under which
our career agents began distributing Coventry's Private-Fee-For-Service (“PFFS”) plan, with coverage beginning January 1,
2007. The PFFS product, Advantra Freedom, is a Medicare Advantage plan designed to provide seniors with more choices
and better coverage at lower cost than original Medicare and Medicare Advantage plans offered through HMOs. Under the
agreement, we receive a fee based on the number of PFFS plans sold through our distribution channels. In addition, Conseco
has a quota-share reinsurance agreement with Coventry for Conseco enrollees that provide Conseco in 2007 with
approximately 50 percent of the net premiums and related prof' ts.

Effective July 1, 2007, Corlseco entered into a quota-share reinsurance agreement w1th Coventry related to the PFFS
business written by Coventry under certain group policies. Conseco receives 50 percent of the net premiums and related
profits associated with.this business as long as the ceded revenue margin is less than or equal to five percent. Conseco
receives 25 percent of the net premiums and related profits on the ceded margin in excess of five percent. PFFS coilected
premiums were $195.5 million in 2007 or 5 percent of cur total collected premiums, .

During the fourth quarter of 2007, we initiated a pilot program to test the marketing and distribution of Coventry’s
PFFS pian through Colonial Penn’s direct response distribution channel.

Specified Disease Products. Specified disease collected premiums were $359.2 million during 2007, or 8 percent of
our total collected premiums. These policies generally provide fixed or limited benefits. Cancer insurance and heart/stroke
products are guaranteed renewable individual accident and health insurance policies. Payments under cancer insurance
policies are generally made directly to, or at the direction of, the policyholder following diagnosis of, or treatment for, a.
covered type of cancer. Heart/stroke policies provide for payments directly to the policyholder for treatment of a covered
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heart disease, heart attack or stroke. Accident products combine insurance for accidental death with limited benefit disability
income insurance. Hospital indemnity products provide a fixed dollar amount per day of confinement in a hospital. The
benefits provided under the specified disease policies do not necessarily reflect the actual cost incurred by the insured as a
result of the illness, or acc1dent and benefits are not reduced by any other medical insurance payments made to or on behalf
of the insured. :

Approximately 78 percent of the total number of our specified disease policies inforce was sold with return of
premium or cash value riders. The return of premium rider generally provides that, after a policy has been in force fora
specified number of years or upon the policyholder reaching a specified age, we will pay to the policyholder, or in some
cases, a beneficiary under the policy, the aggregale amount of all premiums paid under the policy, without interest, less the
aggregate amount of all claims incurred under the policy. For some policies, the return of premium rider does not have any
claim offset. The cash value rider is similar to the return of premium rider, but also provides for payment of a graded portion
of the return of premium benefit if the policy terminates before the return of premium benefit is earned.

Major Medical. Our major medical business is included in our Other Business in Run-off segment. Sales of
our major medical health insurance products were targeted to self-employed individuals, small business owners,
large employers and early retirces, This business was not profitable, and during 2001 and 2002, we decided to
discontinue our major medical business by not renewing these policies except for certain business that is guaranteed
renewable. During 2007, we collected major medical premiums of $2.3 million.

Other Supplemental Health Products. Other supplemental health product collected premiums were $20.1 million
during 2007. This category includes various other health products such as senior hospital indemnity and disability income
products which are sold in small amounts or other products which are no longer actively marketed.

Annuities

Annuity premium collections (dollars in millions) -

. . . 2007 2006 . 2005
Equity-indexed annuity: ' T
Bankers Life ......cccceccvinnninnann: SO N e s $ 4374 % 2765 § 1303
Conseco Insurance Group .......ccovevcninnnnns, o hreeeeieiahrabaetaereiaabebaesea i ar s 344.6 378.5 . - 1044
Total equity-indexed annuity premium collections ..., 782.0 655.0 234.7
Other fixed annuity:
Bankers Life ........c.cooevvvevcvinnnnnd T U 448.1 . 721.0 820.8
Conseco Insurance Group ....... e ——— O SRR 24.0 - 54.8 57.3
Total fixed annuity premium collections ......... STUR SR o 472.1 775.8 878.1
Total annuity premium-collections.......l.coee.e. eteeeterarareeae e et enennas e nesana D §l,254.1  $1,4308 31,1128

During 2007, we collected annuity premiums of $1,254.1 million ar 29 percent of our total premiums collected.
Annuity products include equity-indexed annuity, traditional fixed rate annuity and single premium immediate annuity
products sold through both Bankers Life and Conseco Insurance Group. Annuities offer a tax-deferred means of
accumulating savings for retirement needs, and provide a tax-efficient source of income in the payout period.. Our major
source of income from fixed rate annuities is the spread between the investment income earned on the underlying general
account assets and the interest credited to contractholders’ accounts. For equity-indexed annuities, our major source of
income is the spread between the investment income earned on the underlying general account assets and the cost of the
index options purchased to provide index-based credits to the contractholders accounts.

Sales of many of our annuity products have been affected by the financial strength ratings assigned to our insurance
subsidiaries by independent rating agencies. Many of our professional independent agents discontinued marketing our
annuity products after A.M. Best Company {*A.M. Best”) lowered the financial strength ratings assigned to our insurance
subsidiaries in 2002. During the second half of 2007, we changed the pricing of specific products and we no longer
emphasized the sale of certain products resulting in a decrease in collected premiums, partially offset by the sales of several
new products distributed through new national partners. Career agents selling annuity products in the Bankers Life segment
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are less sensitive in the near-term to A.M. Best‘ratings, since these agents only sell our products.
We believe the sales of our equity-indexed products in both segments were favorably impacted in 2007 due in part to
general stock market conditions which made these products attractive relative to fixed annuities.

The increase in short-term interest rates in 2007 resulted in lower first-year fixed annuity sales as certain other
competing products, such as certificates of deposits, have become attractive relative to.fixed annuities.

The following describes the major annuity products: :

Equity-Indexed Annuities. These products accounted for $782.0 million, or 18 percent, of our total premium
collections during 2007. The account value {(or “accumulation value”) of these annuities is credited in an amount that is
based on changes in a particular index during a specified period of time. Within each contract issued, each equity-indexed
annuity specifies:

¢  The index to be used,; . .
e - The time period during which the change in the index is measured, and at the end of which, the change in the lndex
is applied to the account value. The time period of the contract ranges from 1 to 4 years.

e - The method used to measure the change in the index. - g

»  The measured change in the index may be multiplied by a “participation-rate" (percentage of change in the index)
before the credit is applied. Some policies guarantee the initial participation rate for the life of the ‘contract, and -
some vary the rate for each perlod

»  The measured change in the index may also be limited to a “cap” before the credit is applied. Some policies -~
guarantee the initial cap for the life of the contract, and some vary the cap for each period.

‘e The measured change in the index may also be limited to the excess in the measured change over a “margin” before
the credit is applied. Some policies guarantee the initial margin for the’life of the contract, and some vary the
margin for each period.

These products have guaranteed minimum cash surrender values regardless of actual index performance and the resulting
indexed-based interest credlts applied.

We generally buy call options and similar investments on the applicable indices in an effort to hedge potentidl’
increases to policyholder benefits resulting from increases in the indices to which the product’s return is linked.

Fixed Rate Annuities. These products include fixed rate single-premium deferred annuities (“SPDAs"), flexible
premium deferred annuities (“FPDAs”) and single-premium immediate annuities (“SP1As”). These products accounted for
$472.1 million, or 11 percent, of our total premium collections during 2007. Our fixed rate SPDAs and FPDAs typically
have an interest rate (the “crediting rate”) that is guaranteed by the Company for the first policy year, after which we have the
discretionary ability to change the crediting rate to any rate not below a guaranteed minimum rate. The guaranteed rates on
annuities written recently range from 2.5 percent to 3.0 percent, and the rates, on all policies inforce range from 2.5 percent to
6.0 percent. The initial crediting rate is largely a function of:

e the int'erest rate we can earn on invested assets acquired with the new annuity fund deposits;
o the costs related to marketing and maintaining the annuity })roducts; and
» the rates offered on similar produ‘cts by our competitors. ) o . o Lo

For subsequent adjustments to crediting rates, we take into account current and prospective yields on investments annuity

surrender assumptions, competitive industry pricing and the credmng rate hlstory for particular groups ¢ of aniuity policies
with sumlar characteristics.
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In 2007, substantially all of our new annuity sales were “bonus interest” products, The initial crediting rate on these
products specifies a bonus crediting rate generally ranging from 2.0 percent to 3.0 percent of the annuity deposit for the first
policy year only.” After the first year, the bonus interest portion of the ititial crediting rate-is automatically discontinued, and
the renewa! crediting rate is established. As.of December 31, 2007, the average crediting rate, excluding bonuses, on our
outstanding traditional annuities was 3.7 percent.

’ 1

_ Withdrawals from deferred annuities {including equity-indexed annuities) are generally subject to a surrender charge -
of 3 percent to 19 percent in the first year, declining to zero over a 4 to 16 year period, depending on issue age and product.
Surrender charges are set at levels intended to protect us from loss on early terminations.and to reduce the likelihood that
policyholders will terminate their policies during periods of increasing interest rates. This practice is intended to lengthen the
duration of policy liabilities and to enable us to maintain profi tab:llty on such policies. . '

Pena]ly—free withdrawals from deferred annuities of up to 10 percent of either'premiums or account value are avallable
in most plans after the first year of the annuity’s term. .

Some deferred annuity products apply a market value adjustment during the surrender charge period. This adjustment
is determined by a formula specified in the annuity contract, and may increase or decrease the cash surrender value
depending on changes in the amount and direction of market interest rates or credited interest rates at the time of withdrawal.
The resulting cash surrender values will be at least equal to the guaranteed minimum values,

SPIAs accounted for $38.0 million, or .9 percent, of our total premiums collected in 2007. SPIAs are designed to
provide a series of periodic payments for a fixed period of time or for life, according to the policyholder’s choice at the time
of issuance. Once the payments begin, the amount, frequency and length of time over which they are payable are fixed.
SPIAs often are purchased by persons at o near retirement age who desire a steady stream of payments over a future period
of years. The single premium is often the payout from a terminated annuity contract. The implicit interest rate on SPIAs is
based on market conditions when the policy is issued. The implicit interest rate on our outstanding SP1As averaged 6.9
percent at December 31, 2007.

Life Insurance

s L f L % LI
Life insurance premium collections (dollars in millions) . -

2007 200.6 2005
Interest-sensitive life products: _ , . . o
BANKETS LifE ..ooreveveoeeeeererasereree e eeeeeeesseseseeeseaesessssssssessessesesesesssassessssssesron 5634 $62.2 § 509
Conseco INSUTANCE GIOUP .....vveeereecceereecreermerreeemesoeeeeecseraensaessseesaessmesenesraens 214.0 235.0 251.1
Colonial Penn........ccocovinnninns e e freseenneenenndees ' S b, .6
Total interest-sensitive life premium collections ............... . 2779 2978 3026
Traditional life: - o - . o
" Bankers Life i st s seveeee. 136.6 1220 101.2 .
‘Conseco lnsuranceGroup................‘.....................‘.’.....‘..............L.: ................... 33 196 - 839 )
_Colonial Penn.......cocevieniiennnes s [T e s .113.2 96.6 .. 84.5
Total traditional life premium collections..................... ] . 3231 2982 .7 2696
Total life insurance premium COUECIONS ....o.vvviinviiieiiiisie s iﬁgL_Q - $596.0 $572.2

Life products include traditional and interest-sensitive life insurance products. These preducts are currently sold
through Bankers Life, Conseco Insurance Group and Colonial Perin, During 2007, we collected life insurance premiums of
$601.0 million, or 14 percent, of our total collected premiums. Sales of life products are affected by the fi nancml strength
ratings assigned to our insurance subsidiaries by independent rating agencies. Seé “Competition” below.

Interest-Sens:twe Life Products. These products include universal life and other mteres}—sensﬂwe life products that
provide whole life insurance with adjustable rates of return related to current interest rates. They accounted for $277.9
million, or 6.4 percent, of our total collected premiums in 2007. These products are marketed by professional mdependent
producers and, to a lesser extent, career agents {including professional independent producers and career agents specializing
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in worksite sales). The principal differences between universal life products and other interest-sensitive life products are
policy provisions affecting the amount and timing of premium payments, Universal life policyholders may vary the
frequency and size of their premium payments, and policy benefits may also fluctuate according to such payments. Premium
payments under other interest-sensitive policies may not be varied by the policyholders, Universal life products include
equity-indexed universal life products. The account value of these policies is credited with interest at a guaranteed rate, plus
additional interest credits based on changes in a particular stock index during a specified time period.

Traditional Life. These products accounted for $323.1 million, or 7.5 percent, of our total collected premiums in
2007, Traditional life policies, including whole life,-graded benefit life, term life and single premium whole life products, are
marketed through professional independent producers, career agents and direct response marketing. Under whole life
policies, the policyholder generally pays a level premium over an agreed period or the policyholder’s lifetime. The annual
premium in a-whole life policy is generally higher than the premium for comparable term insurance coverage in the early
years of the.policy’s life, but is generally lower than the premium for comparable term insurance coverage in the later years
of the policy’s life. These policies, which we continue to market on a limited basis, combine insurance protection with a
savings component that gradually increases in amount over the life of the policy. The policyholder may borrow against the
savings component generally at a rate of interest lower than that available from other lending sources. The policyholder may
also choose to surrender the policy and receive the accumulated cash value rather than continuing the insurance protection.
Term tife products offer pure insurance protection for life with a guaranteed level premium for a specified period of time —
typically 10, 15, 20 or 30 years. In some instances, these products offer an option to return the premium at the end of the
guaranteed period. We ceased most term life praduct sales.through the professional independent producer distribution
channel during 2003, but reentered the market in 2006. '

Traditional life products also include graded benefit life insurance products. Graded benefit life products accounted
for $108.8 million, or 2.5 percent, of our toial collected premiums in 2007. Graded benefit life insurance products are offered
on an individual basis primarily to persons age 50 to 80, principally in face amounts of $350.to $30,000, without medical
examination or evidence of insurability. Premiums are paid as frequent]y as monthly. Benefits paid are less than the face
amount of the policy during the first two years, except in cases of accidental death. Our Colonial Penn segment markets
graded benefit life policies under its own brand name using “direct response marketing technigues. New policyholder leads
are generated primarily from television, print advertisements and direct response mailings. .

Traditional life products also include single premium whole life insurance. This product requires one initial lump sum
payment in return for providing life insurance protection for the insured’s entire lifetime. Single premium whole life
products accounted for $40.2 million, or .9 percent, of our total collected premiums in 2007.

INVESTMENTS . A

40|86 Adwsors Inc. (40|86 Adwsors") a reglstered investment adwscr and wholly-owned sub51dlary of Conseco, .
Inc., manages the investment portfolios of our insurance subsidiaries. 40[86 Advisors had approximately $24.7 billion of
assets (at fair value) under management at December 31, 2007, of which $23.8 billion were assets of our subsidiaries and $.9
billion were assets managed for third parties. Our general account investment strategies are to:

N +

e maintain a largely investment-grade, diversified fixed-income portfolio;

e  maximize the spread between the investment income we earn and the yields we pay on investment products within
acceptable levels of risk;

s . provide adequate liquidity; oo L,
' o L v ©o Lt ' t e ' '
e  construct our investment portfolio considering expected liability durations, cash. flows and other requirements; and
' . ' ¥ * ’ N "

e maximize total return'through active investment mana;,ement

During 2007, 2006 and 2005 we recogmzed net realized investment losses of $155.4 million, $47.2 mitlion and $2.9
million, respectively. During 2007, net realized investment losses included: (i) $48.7 million of net losses from the sales of
investments {primarily fixed maturities) with proceeds of $7.2 billion; (ii) $33.0 million of writedowns of investments for
other than temporary declines in fair value; and (iii) $73.7 million of writedowns of investments (which were subsequently
transferred pursuant to a coinsurance agreement as further discussed in the note to the consolidated financial statements
entitled “Summary of Significant Accounting Policies ~ Reinsurance™) as a result of our intent not to hold such investments
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for a period of time sufficient to allow for any anticipated recovery in value. A substantial portion of the net investment i
losses realized on sales of investments in 2007 were recognized on the sale of securities collateralized by sub prime

residential mortgage loans. We decided to sell these securities given our concerns regarding the effect future adverse

developments could have on the value of these securities. For further information on our sub prime holdings, refer to the

caption entitled “Structured Securities Collateralized by Sub Prime Residential Mortgage Loans™ in the “Investments™ section

of Management’s Discussion and Analysis of Financial Condition and- Results of Operations.

“Investment activities are an integral part of our business because investment income is a significant component of our ,
revenues. The profitability of many of our insurance products is-significantly affected by spreads between interest yields on
investments and rates credited on insurance liabilities. Although substantially all credited rates on SPDAs and FPDAs may
be changed annually (subject to minimum guaranteed rates), changes in crediting rates may not be sufficient to maintain
targeted investment spreads in all economic and market environments. In addition, competition, minimum guaranteed rates
and other factors, including the impact of surrenders and withdrawals, may limit our ability to adjust or to maintain crediting
rales at levels necessary to avoid narrowing of spreads under certain market conditions. As of December 31, 2007, the
average yield, computed on the cost basis of our actively managed fixed maturity portfolio, was 6.0 percent, and the average
interest rate credited or accruing to our total insurance liabilities was 4.7 percent.

We manage the equity-based risk component of our equity-indexed annuity products by:

o purchasing equity-baséd options with similar payoff characteristics; and . : :

¢ adjusting the participation rate to reflect the change in the cost of such options (such cost varies based on market
conditions). ’ f
" We seek to manage the interest rate risk inherent in our invested assets with the interest rate characteristics of our
insurance liabilities. We attempt to minimize this exposure by managing the durations and cash flows of our fixed maturity |
investments and insurance liabilities. For example, duration measures the expected change in the fair value of assets and |
liabilities for a given change in initerest rates. [f interest rates increase by | percent, the fair value of a fixed maturity security
with'a duration of 5 years is typically expected to decrease in value by approximately 5 percent. When the estimated
durations of assets and liabilities are similar, a change in the value of assets shouid be largely offset by a change in the value
of liabilities. ' ’ ‘

We calculate asset and liability durations using our estimates of future asset and liability cash flows. At December 31,
2007, the duration of our fixed maturity investments (as modified to reflect prepayments and potential calls) was
approximately 7.6 years and the duration of our insurance liabilities was approximately 7.9 years. The difference between
these durations indicates that our investment portfolio had a shorter duration and, consequently, was less sensitive to interest
rate fluctuations than that of our liabilities at that date. We generally seek to minimize the gap between asset and liability

+

durations. : v

For information regarding the composition and diversification of the investment portfolio of our subsidiaries, see
“Management’s Discussion and Analysis of Consolidated Financial Condition and Resuits of Operations — investments.”

COMPETITION

The markets in which we operate are highly competitive. Our current ratings have had a material adverse impact on
our ability to compete in certain markets. Compared to Conseco, many companies in the financial services industry are
larger, have greater capital, technological and marketing resources, have better access to capital and other sources of liquidity
at a lower cost, offer broader and more diversified product lines and have larger staffs. An expanding number of banks,
securities brokerage firms and other financial intermediaries also market insurance products or offer competing products,
such as mutual fund products, traditional bank investments and other investment and retirement funding alternatives, We
also compete with many of these companies and others in providing services for fees. In most areas, competition is based on
a number of factors, including pricing, service provided to distributors and policyholders and ratings. Conseco’s subsidiaries
must also compete to attract and retain the allegiance of agents, insurance brokers and marketing companies.

In the individual health insurance business, companies compete primarily on the bases of marketing, service and price.
Pursuant to federal regulations, the Medicare supplement products offered by all companies have standardized policy
features. This increases the comparability of such policies and intensifies competition based on other factors. See “Insurance
Underwriting” and “Governmental Regulation.” In addition to competing with the products of other insurance companies,
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commercial banks, thrifts, mutual funds and broker dealers, our insurance products compete with health maintenance
organizations, preferred provider organizations and other health care-related institutions which provide medical benefits
based on contractual agreements.

.An important competitive factor for life insurance companies is the ratings they receive from nationally recognized
rating organizations. Agents, insurance brokers and marketing companies who market our products and prospective
purchasers of our products use the ratings of our insurance subsidiaries as one factor in determining which insurer’s products
to market or purchase. Ratings have the most impact on our annuity, interest-sensitive life insurance and long-term care
products. Insurance financial strength ratings are opinions regarding an insurance company's financial capacity to meet the -
obligations of its insurance policies in accordance with their terms. They are not directed toward the protection of investors,
and such ratings are not recommendations to buy, sell or hold securities. .

On August.7, 2007, AM. Best downgraded the financial strength ratings of our primary insurance subsidiaries to “B+
(Good)” from “B++ (Very Good)”, except Conseco Senior (the issuer of most of our long-term care business in our Other ,
Business in Run-off segment), whose “B- (Fair)” rating was downgraded to “C++ (Marginal)”. A.M. Best also revised the
outlook for the ratings of our primary insurance subsidiaries, as well as Conseco Senior, to negative from stable. The “B+”
rating is assigned to companies that have a good ability, in A.M. Best’s opinioh, to meet their ongoing obligations to |
policyholders. The “C++” rating is assigned to companies which have a marginal ability, in A.M. Best’s opinion, to meet
their current obligations to policyholders, but are financially vulnerable to adverse changes in underwriting and economic
conditions. A.M. Best ratings for the mduslry currently range from At (Supermr)” to “F (In Liguidation)” and some
companies are not rated. An “A++” rating indicates a superior ability to meet ongoing obligations to policyholders. The,
“B+" rating and the “C++” rating from A.M. Best are the sixth and ninth highest, respectively, of sixleen possible ratings.

On August 7, 2007, Standard & Poor’s Corporatlon (“S&P”) affirmed the financial strength ratmgs of “BB+"of our
primary insurance subsidiaries, except Conseco Senior, whose “CCC” rating was downgraded to “CCC-". S&P also revised
the outlook for the ratings of our primary insurance subsidiaries to negative from stable, except for Conseco Senior, whose
outlook of negative was affirmed. S&P financial strength ratings range from “AAA” to “R” and some companies are not
rated. Rating categories from “BB” to “CCC” are classified as “vulnerable”, and pluses and minuses show the relative
standing within a category. In S&P’s view, an insurer rated “BB™ has marginal financial security characteristics and although
positive attributes exist, adverse.business conditions could lead to an insufficient ability to meet financial commitments. In
S&P’s view, an insurer rated “CCC” has very weak financial security characteristics and i 3 dependem on favorable business
conditions to meet financial commitments. The “BB+" rating and the “CCC-" rating from S&P are the eleventh and
nineteenth highest, respectively, of twenty-one possible ratings.

The current financial strength ratings of our pnmary insurance subsidiaries (except Conseco Semor) from Moody’s
Investor Ser\nces Inc. (“Moody’s”) are “Baa3” and Conseco Senior’s raung is *“Caal”. On September 7, 2007, Moody’s
affirmed the financial strength ratings of our core insurance subsidiaries and Conseco Senior and revised its outlook on'all-,
our insurance subsidiaries to negative from stable. Moody’s financial strength ratings range from “Aaa” to “C”. Rating
categories from “Aaa” to “Baa” are classified as “Secure” by Moody's and rating categories from “Ba” to “C” are considered
“vulnerable™ and these ratings may be supplgménted with numbers “17, “2”, or “3" to show relative standing within a
category. In Moody’s view, an insurer rated “Baa3” offers adequate financial security, however, certain protective elements
may be lacking or may be characteristically unretiable over any great length of time. In Moody’s view, an insurer rated
“Caa” offers very poor financial security and may default on its policyholder obligations or there may be elements of danger
with respect to punctual payment of policyholder obligations and claims. The “Baa3” rating and the *Caal” rating from
Moody’s are the tenth and seventeenth highest, respectively, of twenty-one possible ratings. .

AM. Best, S&P and Moedy's review our ratings from time to time. We cannot provide any assurance that the ratings
of our insurance subsidiaries will remain at their current levels or predict the impact of any future rating changes on our
business.

INSURANCE UNDERWRITING

Under regulations promulgated by the National Association of Insurance Commissioners (“NAIC”) (an association of
state regulators and their staffs) and adopted as a result of the Omnibus Budget Reconciliation Act of 1990, we are prohibited
from underwriting our Medicare supplement policies for certain first-time purchasers. If a person applies for i insurance
within six months afier becoming eligible by reason of age, or disability in certain limited circumstances, the apphcauon may
not be rejected due 1o medical conditions. Some states prohibit underwriting of all Medicare supplement policies. For other



prospective Medicare supplement policyholders, such as senior citizens who are transferring to our products, the
underwriting procedures are relatively limited, except for policies providing prescription drug coverage
Before issuing long-term care products, we generally apply detailed underwriting procedures to assess and quantify the
insurance risks.” We require medical examinations of applicants (including blood and urine tests, where permitted) for certain
health insurance products and for life insurance products which exceed prescribed policy amounts. These requiremeiits vary
according to the applicant’s age and may vary by type of policy or product. We also rely on medical records and the
potential policyholder’s written application. In recent years, there have been significant regulatory changes with respect to
underwriting certain types of health insurance. An increasing number of'states prohibit underwriting and/or charging higher-
premiums for substandard risks. Wé monitor changes in state regulation that affect our products, and consider these
regulatory developments in determining the products we market and where we market them, .

Our'specified disease polici€s are individually underwritten using a simplified issue application. Based on an
applicant’s responses on the application, the underwriter either: (i) approves the policy as applled for; (n) approves the
policy with reduced beneﬁts or (111) rejects the application.

1

Most of our life insurance policies-are underwritten individually, although standardized underwriting procedures have
been adopted for certain low face-amount life insurance coverages. After initial processing, insurance underwriters obtain
the information needed to make an underwriting decision (such as medical examinations, doctors’ statements and special
medical tests). After collecting and rev:ewmg the information, the underwriter either: (i) approves the policy as applied for;
(ii) approves thé policy with an extra premium charge because of unfavorabie factors; or (iii) rejects the application,

. . ) . , ’ . .

We underwrite group_ insurance policies based on the characteristics of the group and its past claim experience.
Graded benefit life insurance policies are 1ssued wnthout medlcal examination or evidence of insurability. There is mmlmal
underwrltmg on annuities. - - - ‘

LIABILITIES FOR INSURANCE PRQDUCTS ' ' ot

. At December 31, 2007, the total balance of our liabilities for insurance products was $26.7 billion. These liabilities
are generally payable over an extended period of time. The profitability of our insurance products depends on pricing and
other factors. Differences between our expcctatlons when we sold these products and our actual expenence could result in
future losses. il

Liabilities for insurance products are calculated using management’s best judgments, based on our past experience and
standard actuarial tables, of mortality, morbidity, lapse rates, investment experience and expense levels. For all of our
insurance products, we establish an active life reserve, a liability for due and unpaid claims, claims in the course of settlement
and incurred but not reported claims. In addition, for our supplemental health insurance business, we establish a reserve for
the present ‘'value of amounts not yet due on incurred claims. Many factors can affect these reserves and liabilities, such as
economic and sociat conditions, inflation, hospital and pharmaceutical costs, changes in doctrines of legal liability'and extra-
contractual damage awards. Therefore, our reserves and liabilities are necessarily baséd on extensive estimates, assumptions
and historical experience. Establishing reserves is an uncertain process, and it is possible that actual claims will materially
exceed our reserves and have a material adverse effect on our results of operations and financial condition. Qur financial
results depend significantly upon the extent to which our actual claims experience is consistent-with the assumptions we used
in determining OUr Teserves and pricing our products. lf our assumptions with respect to future claims are incorrect, and our

would negatively affect our operating results.

"

REINSURANCE ' . :

Consistent with the general practice of the life insurance industry, our substdiaries enter into both facultative and treaty
agreements of indemnity reinsurance with other insurance companies in order to reinsure portions of the coverage provided
by our insurance products. Indemnity reinsurance agreements are intended to limit a life insurer’s maximum loss on a large
or unusually hazardous risk or to diversify its risk. ‘Indemnity reinsurance does not discharge thie original insurer’s primary
liability to the insured. Our reinsured business is ceded to numerous reinsurers. Based on our periodic review of their
financial statements, insurance Industry repoits and reports filed with state insurance departments, we believe the assuming
compaities are able to honor all contractual commitments. '
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As of December 31, 2007, the policy risk retention limit of our insurance subsidiaries was gencrally $.8 million or less.
Reinsurance ceded by Conseco represented 2.1 percent of gross combined life insurance inforce and reinsurance assumed

represented 1.6 percent of net combined life insurance inforce. Our principal reinsurers at December 31, 2007 wereas .. -
follows (dollars in millions): Lo . - . o

Cededlife  AM. Best

Name of Reinsurer insurance inforce. _.__rating .
Swiss Re Life and Health Americalnc.......cooovvviiiieeicees feverieaieniiaaie $3.874.6 . A+, 1.
Security Life of Denver Insurance Company .......ococeverrceicnenscce e 3,3494 A+
Reassure America Life Insurance Company (“REALIC”) (a)................... 1,617.1 A+
RGA Reinsurance COMPANY ... s 998.5 A+
Munich American Reassurance COMpPAany ........cccccvvroenenincniennnionnn 938.5 A+
Lincoln National Life Insurance Company..........ccoeeovivicnicnicneeneccenen, 7332 A+
Scor Global Life Re Insurance Co of Texas ..o 611.0 A-
General Re Life Corporation .........ccovovevrminieiiinmcninmnisiscsisonnens 447.0 At+
Hannover Life Reassurance Company................................._ ...................... 455.3 . A
AlLOthers (B) ..o e 1.692.6

14,71

{a) In addition to the life insurance business summarized above, REALIC has assumed certain aninuity business from our
insurance subsidiaries through a coinsurance agreemem Such business had tota] insurance policy llablhues of $2.6
billion at December 31, 2007. R

(b) No other single reinsurer assumed greater than 3 ps.rcent of the total ceded busmess inforce.

EMPLOYEES

At December 31, 2007, we had approximately 3,950 full time employees, including 950 employees supporting our
Bankers Life segment, 350 employees supporting our Colonial Penn segment and 2,650 employees supporting our Conseco
Insurance Group segment, Other Business in Run-off segment and corporate segment. None of our employees are covered
by a collective bargaining agreement. We believe that we have good relations with our employees. ‘ !
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GOVERNMENTAL REGULATION
" Our insurance businesses are subject to extensive regulation and supervision by the insurance regulatory agencies of
the jurisdictions in which they operate. This regulation and supervision is primarily for the benefit and protection of
customers, and not for the benefit of investors or creditors. State laws generally establish supervisory agencies that have
| broad regulatory authority, including the power to:

| s grant and revoke business licenses;

j + regulate and supervise sales practicés and market conduct;
= establish guaranty associations;
e license agents;
I
| e approve policy forms;
¢ approve premium rates for some lines of business such as long-term care and Medicare supplement;
s establish reserve requirements; |
e prescribe the form and content of required financial statements and reports;
e  determine the reasonableness and adequacy of statutory capital and surplus;
e perform financial, market conduct and other examinations; . ' C |
e define acceptable accounting principles; and

; : .
e regulate the types and amounts of permitted investments.

Iﬁ addition, the NAIC issues model laws and regulations, many of which have been adopted by state insurance
regulators, relating to:

|
| .
| &  reserve requirements;
|
| s risk-based capital (“RBC”) standards; |
¢ codification of insurance accounting principles;

e investment restrictions;

i s restrictions on an insurance company’s ability to pay dividends; and

product illustrations.

In addition to the regulations described above, most states have also enacted laws or regulations regarding the
activities of insurance holding company systems, including acquisitions, the terms of surplus debentures, the terms of
transactions between insurance companies and their affiliates and other related matters. Various notice and reporting
requirements generally apply to transactions between insurance companies and their affiliates within an insurance holding
company system, depending on the size and nature of the transactions. These requirements may include prior regulatory
approval or prior notice for certain material transactions. Currently, the Company and its insurance subsidiaries are
registered as a holding company system pursuant to such laws and regulations in the domiciliary states of the insurance
subsidiaries. In addition, the Company’s insurance subsidiaries routinely report to other jurisdictions.

Insurance regulators may prohibit the payment of dividends or other payments by our insurance subsidiaries to parent
companies if they determine that such payment could be adverse to our policyholders or contract holders. Otherwise, the
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ability of our insurance subsidiaries to pay dividends is subject to state insurance department regulations and is based on the
financial statements of our insurance subsidiaries prepared in accordance with statutory accounting practices prescribed or
permitted by regulatory authorities, which differ from generally accepted accounting principles (“GAAP”). These
regulations generally permit dividends to be paid from statutory earned surplus of the insurance company for any 12-month
period in amounts equal to the greater of, or in a few states, the lesser of:

»  statutory net gain from operations or statutory net income for the prior year; or

e 10 percent of statutory capital and surplus at the end of the preceding year.

Any dividends in excess of these levels require the approval of the director or commissioner of the applicable state insurance
department.

In accordance with orders from the Florida Office of Insurance Regulation, Conseco Senior may not distribute funds to
any affiliate or shareholder unless such distributions have been approved by the Florida Oftice of Insurance Regulation and
Washington National may not make similar distributions without prior notice to the Florida Office of Insurance Regulation.
In addition, the RBC and other capital requirements described below can also limit, in certain circumstances, the ability of
our insurance subsidiaries to pay dividends.

In connection with monitoring the financial condition of insurers, certain state insurance departments have requested
additional information from two of the Company’s insurance subsidiaries, Conseco Senior and Conseco Life, because each
such insurance subsidiary has incurred statutory losses in a 12 month period in excess of 50 percent of its capital and surplus.
The statutory losses of Conseco Life are primarily attributable to a litigation settlement. For further information related to
this case, refer to the caption entitled “Cost of [nsurance Litigation” included in the note 1o our conselidated financial
statements entitled “Commitments and Contingencies”. ' The statutory losses of Conseco'Senior are primarily attributable to
the adverse development of prior period claim reserves, an increase in claims incurred in 2006 and 2007 and strengthening of
statutory active life reserves using the prospective unlocking method (as permitted by insurance regulators), all of which
related to long-term care policies. Based on our discussions with state insurance departments, we do not expect the
regulators to take any actions against Conseco Senior or Conseco Life that would have a material adverse etfect on the
financial position or results of operations of these companies. ' -

Conseco Senior has been aggressively seeking actuarially justified rate increases and pursuing other actions on our
long-term care policies. During the third quarter of 2006, we began a new program to file requests for rate increases on
various Jong-term care products in the Other Business in Run-off segment as we believe the existing rates were too.low to
fund expected future benefits. These filings are expected to be the first of three rounds of rate increase filings for many of the
same policies, and in some cases we requested three years of successive rate increases. Based on recent experience, certain
of the policies in this segment will continue to be unprofitable even if we obtain the three rounds of rate increases, and it is
likely that we will request additional rate increases when the current program is complete. We have chosen to request a
series of smaller rate increases, rather thana single large increase, to limit the impact on a policyholder’s premiums in any
smg]e year. The effects of the first round of rate filings have been partially realized in our premium revenue with the
remaining impact expected to be realized by the end of 2008. In the second quarter of 2007, we began filing requests for the
second round of rate increases on many of the same policies. As of December 31, 2007, almost all of the expected second
round filings had been submitted for regulatory approval, and approximately 42 percent of the expected amounts had been
approved by regulators, The full effect of all three rounds of rate increases may not be futly realized until 2011. It is possible
that it will take more time than we expect to prepare rate increase filings and obtain approval from the state insurance
regulators In addition, it is likely that we will not be able to obtain approval for some of the actuariaily justified rate
increases currently pending or for the additional rate increases we plan to file especially in light of the magnitude of some
past premium rate increases and current consumer and regulator sentiment. Most of our long-term care business is
guaranteed renewable, and, if necessary rate increases are not approved, we may be required to write off all or a portion of
the insurance acquisition costs and establish a premium deficiency reserve. If we are unable to raise our premium rates
because we fail to obtain approval for actuarially justified rate increases in one or more states, our financial condition and
results of operations could be adversely affected. ' . .

During 2006, the Florida legislature enaéle;j a statute, known as House Bill 947, intended to provide new protections
to long-term care insurance policyholders. Among other requirements, this statute requires: (i) claim experience of affiliated
long-term care insurers to be pogled in determining justification for rate increases for Florida policyholders; and (i) insurers
with closed blocks of long—term care insurance 10 not raise rates above the comparable new business premium rates
oftered by affiliated i insurers. The manner in which the requirements of this statute are ‘applied to our long-term care policies
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in Florida (including policies subject to the order from the Florida Office of Insurance Regulation as described in
“Management’s Discussion and Analysis of Consolidated Financial Condition and Resuits of Operations — Other Business in
Run-off") may affect our ability to achieve our anticipated rate increases on this business. - :

Most states have also enacted legislation or adopted administrative regulations that affect the acquisition (or sale) of
control of insurance companies. The nature and extent of such legislation and regulations vary from state to state. Generally,
these regulations require an acquirer of control to file detailed information and the plan of acquisition, and to obtain
administrative approval prior to the acquisition of control. “Control” is generally defined as the direct or indirect power to
direct or cause the direction of the management and policies of a person and is rebuttably presumed to exist if a person or
group of affiliated persons directly or indirectly owns or controis 10 percent or more of the voting securities of another
person. | - .

Using statutory statements filed with state regulators annually, the NAIC calculates certain financial ratios to assist
state regulators in montitoring the financial condition of insurance compames A “usual range” of results for each ratio is
used as a benchmark. In the past, variances in certain ratios of our insurance subsidiaries have resulted in inquiries from
insurance departments, to which we have responded.. These inquiries have not led to any restrictions affecting our operations.

The NAIC’s RBC requirements provide a tool for insurance regulators to determine the levels of statutory capital and
surplus an insurer must maintain in relation to its insurance and investment risks and the need for possible regulatory
attention. The RBC requirements provide four levels of regulatory attention, varying with the ratio of the insurance
company’s total adjusted capital (defined as the total of its statutory capital and surplus, asset valuation reserve (“AVR”) and
certain other adjustments) to its RBC (as measured on December 31 of each year), as follows:

» if a company’s total adjusted capital is less than 100 percent but greater than or equal to 75 percent of its RBC (the
“Company Action Level™), the company must submit a comprehensive plan to the regulatory authority proposing:
corrective actions aimed at improving its capital posmon T

s ifa company’s total adjusted capital is less than 75 percent but greater than or equal to 50 percent of its RBC the
regulatory authority will perform a special examination of the company and issue an order specifying the cerrective
actions that must be taken; : .,

e ifacompany’s total adjusted capital is less than 50 percent but greater than or equal to 35 percent of its RBC (the
“Authorized Control Level”), the regulatory authority may take any action it deems necessary, mcludmg placing the
company under regulatory contro] and , h\\;-..

. ' \
 if'a company’s total adjusted capital is less than 35 percent of its RBC (the “Mandatory Control Lével”)\the
/ regulatory authonty must place the company under its control.” o \‘
. , . . BRSY
4
_ ¢ “In addition, the RBC requirements provide fora trend test if a company’s total adjusted capital is- between 100 percent
and 125 percent of its RBC at the end of the year. The trend test calculates the greatér of the decrease in the margin of total
adjusted capital over RBC: | | : ‘ \\\

e  between the current year and the prior year; and : ) : "

e for the average of the last 3 years.'

It assumes that such decrease could occur again in the coming year. Any company whose trended total adjusted
capital is less than 95 percent of its RBC would trigger a requirement to submit a comprehenswe plan as described above for
the Company Action Lével. -

The 2007 statutory annual statements filed with the state insurance regulators of cach of our insurance subsidiaries
reflected total adjusted capital in excess of the levels subjecting the subsidiaries to any regulatory action. However, the RBC
ratio of Conseco Senior, which has experienced losses on its long-term care business in our Other Business in Run-off
segment, was near the level at which it would have been required to subinit a comprehensive plan to insurance regulators
proposing correcting actions aimed at improving its capital position. In order to avoid triggering the trend test with respéct to
Conseco Senior, we elected to make capital contributions totaling $202.0 million during 2007 to Conseco Senior, including
$56.0 million which was accrued at December 31, 2007, and paid in February 2008. 1In the aggregate, we have made more
than $900 million of capital contributions to Conseco Senior since its acquisition by Old Conseco in 1996. We were under’
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no obligation to make such capital contributions to Conseco Senior, and we may determine not to make additional
contributions in the future. No assurances can be given that we will make future contributions or otherwise make capital
available to our insurance subsidiaries, including Conseco Senior.

* In addition to the RBC requirements, certain states have established minimum capital requirements for insurance
companies licensed to do business in their state. These additional requirements generally have not had a significant impact
on the Company’s insurance subsidiaries, but the capital requirements in Florida have caused Conseco Health to maintain a
higher level of capital-and surplus than it would otherwise maintain and have thus limited its ability to pay dividends. Refer
to the note entitled “Statutory Information” in our notes to consolidated financial statements for more information on our
RBC ratios. :

In addition, although we are under no obligation to do so, we may elect to contribute additional capital to strengthen
the surplus of certain insurance substdiaries. Any election regarding the contribution of additional capital to our insurance
subsidiaries could affect the ability of our insurance subsidiaries to pay dividends to the holding company. The ability of our
insurance subsidiaries to pay dividends is also impacted by various criteria established by rating agencies to maintain or
receive higher ratings and by the capital levels that we target for our insurance subsidiaries. . During 2007, we made capital
contributions of $48.0 million (including $25.0 million which was.accrued at December 31,2007, and paid in February 2008)
to Conseco Life in an effort to meet such criteria and our targeted capital level. -

The NAIC has adopted model long-term care policy language providing nonforfeiture benefits and has proposed a rate
stabilization standard for long-term care policies. Various bills are introduced from time to time in the U.S. Congress which
propose the implementation of certain minimum consumer protection standards in all long-term care policies, including
guaranteed renewability, protection against inflation and limitations on waiting periods for pre-existing conditions. Federal
legislation permits premiums paid for-qualified long-term care insurance to be tax-deductible medical expenses and for

. benefits received on such policies to be excluded from taxable income. : <

L L . . * Ca o

+QOur insurance subsidiaries are required, under guaranty fund laws of most states, to pay assessments up to prescribed
limits to fund policyholder losses or liabilities of insolvent insurance compames Asses.aments can be partially recovered
through a reduction in future premium taxes in some states.

- Most states mandate minimum benefit standards and benefit ratios for accident and health insurance policies. We are
generally required to maintain, with respect to our individual long-term care policies, minimum anticipated benefit ratios over
the entire period of coverage of not less than 60 percent. With respect to our Medicare supplement policies, we are generally
required to attain.and maintain an actual benefit ratio, after three years, of not less than 65 percent. We provide to the
insurance departments of all states in which we'conduct business annual calculations that demonstrate compliance with
required minimum benefit ratios for both long-term care and Medicare supplement insurance. These calculations are
prepared utilizing statutory lapse and interest rate assumptions. In the event that we fail to maintain minimum mandated
benefit ratios, our insurance subsidiaries could be required to provide retrospective refunds and/or prospective rate
reductions. We believe that our insurance subsidiaries currently comply with all appllcable mandated minimum benefit
ratios.

The federal government does not directly regulate the insurance business. However, federal legisiation and
administrative policies in several areas, including pension regulation, age and sex discrimination, financial services
regulation, securities regulation, privacy laws and federal taxation, do affect the insurance business. Legislation has been
introduced from time to time in Congress that could result in the federal government assuming some direct role in the
regulation of insurance.

Numerous proposals 1o reform the current health care system (including Medicare) have been introduced in Congress
and in various state legislatures. Proposals have included, among other things, modifications to the existing employer-based
insurance system, a quasi-regulated system of “managed competition” among health plans, and a single-payer, public
program. Changes in health care policy could significantly affect our business. For example, Federal comprehensive major
medical or long-term care programs, if proposed and implemented, could partially or fully replace some of Conseco’s current
products. Recent federal and state legislation and legislative proposals relating to healthcare reform contain features that
could severely limit or eliminate our ability to vary our pricing terms or apply medical underwriting standards, which could
have the effect of increasing our benefit ratios and adversely affecting our financial results. Also, Medicare reform and
legislation concerning prescrlptlon drugs could affect our ab:llty to price or sell our products

' i - ot s . ' b

The United States Department of Health and Human Semces has 1ssued regulations under the Hea]th Insurance
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Portability and Accountability Act relating to standardized electronic transaction formats, code sets and the privacy of
member health information. These regulations, and any corresponding state legislation, affect our administration of health
insurance.

A number of states have passed or are considering legislation that limits the differentials in rates that insurers could
charge for health care coverages between new business and renewal business for similar demographic groups. State
legislation has also been adopted or is being considered that would make health insurance available to all small groups by
requiring coverage of all employees and their dependents, by limiting the applicability of pre-existing conditions exclusions,
by requiring insurers to offer a basic plan exempt from certain benefits as well as a standard plan, or by establishing a
mechanism to spread the risk of high risk employees to all small group insurers. Congress and various state legislators have
from time to time proposed changes to the health care system that could affect the relationship between health insurers and
their customers, including external review. We cannot predict with certainty the effect of any legislative proposals on our
insurance businesses and operation,

¢
"

The asset management activities of 40|86 Advisors are subject to various federal and state securities laws and
regulations. The SEC and certain state securities commissions are the principal regulators of our asset management
operations. In addition, Conseco has a subsidiary that is registered as a broker/dealer, which is regulated by the Financial
Industry Regulatory Authority and by state securities commissioners.

FEDERAL INCOME TAXATION

Our annuity and life insurance products generally provide pelicyholders with an income tax advantage, as compared to
other savings investments such as certificates of deposit and bonds, because taxes on the increase in value of the products are
deferred until received by policyholders. With other savings investments, the increase in value is generally taxed as earned. -
Annuity benefits and life insurance benefits, which accrue prior to the death of the policyholder, are generally not taxable
until paid. Life insurance death benefits are generally exempt from income tax. Also, benefits received on immediate
annuities (other than structured settlements) are recognized as taxable income ratably, as opposed to the methods used for
some other investments which tend to accelerate taxable income into earlier years. The tax advantage for annuities and life
insurance is provided in the Internal Revenue Code (the “Code™), and is generally followed in all states and other United
States taxmg jurisdictions.

In recent years, Congress enacted legislation to lower marginal tax rates, reduce the federal estate tax gradually over a
ten-year period, with total elimination of the federal estate tax in 2010, and increase contributions that may be made to
individual retirement accounts and 401(k) accounts. While these tax law changes will sunset at the beginning of 2011 absent
future congressional action, they could in-the interim diminish the appeal of our annuity and life insurance products.
Additionally, Congress has considered, from time to time, other possible changes to the U.S. tax laws, including elimination
of the tax deferral on the accretion of value of certain annuities and life insurance products. It is possible that further tax
legistation will be enacted which would contain provisions with poss:ble adverse effects on our annuity and life insurance
products. .

Our insurance company subsidiaries are taxed under the life insurance company provisions of the Code. Provisions in
the Code require a portion of the expenses incurred in selling insurance products to be deducted over a period of years, as
opposed to immediate deduction in the year incurred. This provision increases the tax for statutory accounting purposes,
which reduces statutory earnings and surplus and, accordingly, decreases the amount of cash dw1dends that may be paid by
the life insurance subsidiaries.

Qur income tax expense includes deferred income taxes arising from temporary differences between the financial
reporting and tax bases of assets and liabilities, capital loss carryforwards and net operating loss carryforwards (“NOLs”). In
evaluating our deferred income tax assets, we consider whether it is more likely than not that the deferred income tax assets
will be realized. The ultimate realization of our deferred income tax assets depends upon generating future taxable income
during the periods in which our temporary differences become deductible and before our NOLs expire. In addition, the use
of our NOLs is dependent, in part, on whether the Internal Revenue Service (“IRS™) ultimately agrees with the tax position .
we plan to take in our current and future tax returns. Accordingly, with respect to our deferred tax assets, we assess the need
for a valuation allowance on an ongoing basis.

Based upon information existing at the time of our emergence from bankruptey, we established a valuation allowance
equal to our entire balance of net deferred income tax assets because, at that time, the realization of such deferréd tax assets
in future periods was uncertain.. As of December 31, 2007 and 2006, we determined that a full valuation allowance was no
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longer necessary. However, as further discussed in the note to the consolidated financial statements entitled “Income Taxes”,
we continue to believe that it is necessary to have a valuation allowance on a portion of our deferred tax asset. This
determination was made by evaluating cach component of the deferred tax assets and assessing the effects of limitations or
issues on the value of such component to be fully recogmzed in the future.

ITEM 1A. RISK FACTORS.

Conseco and its businesses are subject to a number of risks including genéral business and financial risk factors. "Any
or all of such factors could have a material adverse effect on the business, financial condition or results of operations of
Conseco. In addition, please refer to the “Cautionary Statement Regarding Forward-Looking Statements” included in “Item
7 — Management’s Discussion and Analysis of Consolidated Financia! Condition and Results of Operations™.

The limited historical claims experience on our long-term care products could negatively impact our operations if
our estimates prove wrong and we have not adequately set premium rates.

In setting premium rates, we consider historical claims information and other factors, but we cannot predict future
claims with certainty. This is particularly applicable to our long-term care insurance products, for which we have relatively
limited historical claims experience. Long-term care products tend to have fewer claims than other health products such as
Medicare supplement, but when claims are incurred, they tend to be much higher in dotlar amount. Also, long-term care
praducts have a much longer tail, meaning that claims are incurred much later in the life of the policy than most other
supplemental health products. As a result of these traits, it is difficult to appropriately price this product. For our long-term
care insurance, actual persistency in later policy durations that is higher than our persistency assumptions could have a
negative impact on profitability. If these policies remain inforce longer than we assumed, then we could be required to make
greater benefit payments than anticipated when the products were priced. Mortality is a critical factor influencing the length
of time a claimant receives long-term care benefits. Mortality continues to improve for the general population, and'life
expectancy has increased. Improvements in actual mortality trends relative to assumptions may adversely affect our
profitability.

Qur Bankers Life segment has offered long-term care insurance since 1985. The claims experience on our Bankers
Life long-term care blocks has generally been lower than our pricing expectations. However, the persistency of these policies
has been higher than our pricing expectat;ons and this may result in higher benefit ratios in the future.

The long -term care insurance businesses included in the Other Business in Run-ofl‘ segment were acquired through
acquisitions completed in 1996 and 1997. The experience on these acquired blocks has generally been worse than the
acquired companies’ original pricing expectations. We have received regulatory approvals for numerous premium rate
increases in recent years pertaining to these blocks. Even with these rate increases, these blocks experienced benefit ratios of
191 percent in 2007, 134 percent in 2006 and 95 percent in 2005. If future claims experience proves to be worse than
anticipated as our long-term care blocks continue to age, our financial results could be adversely affected. In addition, such
" rate increases may cause existing policyholders to allow their policies to lapse, resulting in reduced profitability.

_The results of operations of our insurance business will decline if our premium rates are not adequate or if we are
unable to obtain regulatory approval to increase rates.

We set the premium rates on our health insurance policies based on facts and circumstances known at the time we
issue the poticies and on assumptions about numerous variables, including the actuarial probability of a policyholder
incurring a claim, the probable size of the ¢laim, maintenance costs to administer the policies and the interest rate.earned on
our investment of premiums. In setting premium rates, we consider historical claims information, industry statistics, the rates
of our competitors and other factors, but we cannot predict with certainty the future actual claims on our products. If our
actual claims experience proves to be less favorable than we assumed and we are unable to raise our premium rates to the
extent necessary to offset the unfavorable claims experience, our financial results may be adversely affected.

We review the adequacy of our premium rates regularly and file proposed rate increases on our products when we
believe existing premium rates are too low. It is possible that we will not be able to obtain approval for premium rate
increases from currently pending requests or from future requests. 1f we afe unable to raise our premium rates because we
fail to obtain approval in one or more states, our financial results will be adversely affected. Moreover, in some instances,
our ability to exit unprofitable lines of businesé is limited by the guaranteed renewal feature of the policy. Due to this
feature, we cannot exit such business without regulatory approval, and accordingly, we may be required to contmue to service
those products at a loss for an extended penod of time. Most of our long term care business is guaranteed renewable and, if
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necessary rate increases were not approved, we would be required to recognize a loss and establish a premium deficiency. |
reserve. During 2007, the financial statements of two of our subsidiaries prepared in accordance with statutory accounting
practices prescribed or permitted by regulatory authorities reflected the establishment of asset adequacy and premium
deficiency reserves related to long-term care policies. The asset adequacy and premium deficiency reserves related to health
products for Washington National and Bankers Conseco Life Insurance Company were $57.8 million and $30.6 million,
respectively, at December 31, 2007. Due to differences between statutory and GAAP insurance liabilities, we were not
required to recognize a Slmllal' premium deﬁmency reserve in our consolidated ﬁnanc:a] statements prepared in accordance
with GAAP ‘ ] o . . ,

If, however, we are successful in obtaining regulatory approval to raise premium rates, the increased premium rates
may reduce the volume of our new sales and cause existing policyholders to allow their policies to lapse. This could result in
a significantly higher ratio of claim costs to premiums if healthier policyholders who get coverage elsewhere allow their
policies to lapse, while policies of less healthy pollcyholders contintie-inforce. This would reduce our premium income and
profitability in future periods. _ .

Most of our supplementat health policies allow us to increase premium rates when warranted by our actual claims
experience. These rate increases must be approved by the applicable state insurance departments, and we are required to
submit actuarial claims data to support the need for such rate increases. The re-rate application and approval process on
supplemental health products is a normal recurring part of our business operations and reasonable rate increases are typically
approved by the state departments as long as they are supported by actual claims experience and are not unusually large in
either dollar amount or percentage increase. For pdlicy types on which rate increases are a normal recurting évent, our
estimates of insurance liabilities assume we will be able to raise rates if experlence on the blocks warrants Such increases in
the future. '

. 7 , _ ‘ o

Theé benefit ratio for our long-term care products included in the Other Business in Run-off segment Has increased-in
recent periods and was 191 percent diring 2007. We will have to continue to raise rates or take other actions with respect to
some of these policies or our financial results will be adversely affected. x

As a result of higher persistency in our long-term care block in the Bankers Life segment than assumed in the original
pricing, our premium rates were t6o low. Accordingly, we began a program in 2006 to seek approval from regulatory '
authorities for rate increases on approximately 65 percent of this block. In addition, another round of increasés was filed
during the second and third quarters of 2007 on newer long-term care, home health care, and short-term care policies not
included in the first round of rate increases. The policies in this round represent approximately 25 peicent of the inforce
block. As of December 31, 2007, all such filings had been submitted for regulatory approval, and approximately 38 percent
of the amounts*had been approved by regulators and implemented. However, it is possible that we will not be able to.obtain
approval for all or a portion of'the premium rate increases from currently pending requests or future-requests. If we are
unable to obtain these rate increases, the profitability of these policies and the performance of this block of business could be
adversely affected. In addition, such rate increases may reduce the volume of our new sales and cause existing pollcyholders

,to allow their policies to lapse, resulting in reduced profitability. Lo o

- ‘Wehave implemented and will continue to implement from-time to time and when actuarially justified, premium rate
increases in our long-term care business, In some cases, we offer policyholders the opportunity to reduce their coverage
amounts or accept non-forfeiture benefits as alternatives to increasing their premium rates. The financial impact of our rate
increase actions could be adversely affected by policyholder anti-selection, meaning that policyholders who are less lik'ely to
incur claims may lapse their policies or reduce their benefits, while policyholders who are more likely to incur c!alms may -
maintain ﬁJ“ covemge and accept their rate increase. . i ;

We have idéntified a material weakness in our internal control over financial reporting, and our business 'and stock
price may be adversely affected if we have not adequately addressed the weakness or if we have'other material
weaknesses or significant deficiencies in our internal control over financial reporting. !

We did not miaintain effective controls over the accounting and disclosure of insurance policy: benefits and the
liabilities for insurance products. We identified a material weakness in internal controls over the actuarial reporting
processes related to the design of controls to ensure the completeness and accuracy of certain inforce policies in our Bankers
Life segment, Conseco insurance Group segment, and Other Business in Run-off segment. These control deficiencies
resulted in adjustments to insurance policy benefits and the liabilities for insurance products in the ¢onsolidated financial _
statements for the years ended December 31, 2006 and December 31, 2007. As a result of the errors we identified related to

1
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these deficiencies during remediation procedures performed in 2007,-Conseco has restaied its financial statements for the
years ended December 31, 2006 and 2005, along with affected Selected Consolidated Financial Data for 2004 and 2003, and
quarterly financial information for 2006 and the first three quarters of 2007. 1f we cannot produce reliable financial reports,
investors could lose confidence in our reported financial information, the market pricé of our stock could decline
significantly, we may be unable to obtain additional financing to operate and expand our business, and our business and
financial condition could be harmed. In addition, we face the risk that, notwithstanding our efforts to date to identify and
remedy all material errors in those financial statements, we may discover other errors in the future; and that the cost of
identifying and remedying the errors and remediating our material weakness in internal controls will be high and have a
material adverse affect on our financial condition and resuits of operation. See Item 9A of this annual report for additional
information. , . . . o

. Our reserves for future insurance policy benefits and claims may prove to be inadequate, requiring us to increase

ligbilities which results in reduced net income and shareholders’ equity.

Liabilities for insurance products are calculated using management’s best judgments, based on our past experience and
standard actuarial tables, of mortality, morbidity, lapse rates, investment experience and expense levels. For our health
insurance business, we establish an active life reserve, a liability for due and unpaid claims, claims in the course of
sen]ement and incurred but not reported claims, and a reserve for the present value of amounts on incurred claims not yet
due. ,We establish reserves based on assumptions and estimates of factors either established at the fresh-start date for
busmess inforce then or considered when we set premium rates for busmess writlen after that date.

Many factors can affect these reserves and liabilities, such as economic al;d social conditions, inflation, hospital and
pharmaceutical costs, changes in life expectancy, regulatory actions, changes in doctrines of legal liability and extra-
contractual damage awards. Therefore, the reserves and liabilities we establish are necessarily based on estimates,
assumptions and prior years’ statistics. It is possible that actual claims will materially exceed our reserves and have a
material adverse effect on our results of operations and financial condition. We have incurred significant losses beyond our
estimates as a result of actual claim costs and persistency of our long—tem care busmess‘mc]uded in the Other Business in
Run-off segment. In pI'IOl' periods, we have Jncreased our estimates of incurred claims on this block due to prior period
deficiencies, including an increase of $118 million in the second quarter of 2007, $22 million in the first quarter of 2007 and,
$54.1 million in the fourth quarter ‘of 2006. Our financial performance depends significantly upon the extent to whlch our
actual claims experience and future expenses are consistent with the assumptions we used in setting our reserves. If our
assumptions with respect to future claims are incorrect, and our reserves prove to be insufficient to cover our actual losses
and expenses, we would be required to increase our liabilities, and our financial results could be adversely affected.

We may be required to accelerate the amortization of the cost of policies produced or the value of policies inforce at
the Effective Date,

Cost of policies produced represent the costs that vary with, and are ‘primarily related to, producing new insurance
business. The value of policies inforce at the Effective Date represents the value assigned to the right to receive future cash
flows from contracts existing at September 10, 2003. The ba]ances of these accounts are amortized over the expected lives of
the underlying insurance contracts. Management, on an ongoing basis, tests these accounts recorded on our balance sheetto
determine if these amounts are recoverable under current assumptions. In addition, we regularly review the estimates and
assumptions underlying these accounts for those products for which we amortize the cost of policies produced or the value of
insurance inforce at the Effective Date in proportion to gross profits or gross margins. If facts and circumstances change,
these tests and reviews could lead to reduction in the balance of those accounts that could have an adverse effect on the
results of our operatlons and our financial condition.

Our net income and revenues will st.’r‘[fer if policyholder surrender levels differ sigm:ﬁcantly from our assumptions.

Surrenders of our annuities and life insurance products can result in losses and decreased revenues if surrender levels
differ significantly from assumed levels. At December 31, 2007, approximately 18 percent of our total insurance liabilities,
or approx:mately $4.8 billion, could be surrendered by the policyholder without penalty. The surrender charges that are
1mposed on our fixed rate annuities typically decline during a penalty period, which ranges from five to twelve years after the
date the policy is issued. Surrenders and redemptions could require us to dispose of assets earher than we had planned,
possibly at a loss. Moreover, surrenders and redemptions require faster amortizat:on of either the’ acquisition costs or lhe
commissions associated with the original sale of a product, thus reducing our net income. We believe policyholders are
generally more llkely to surrender their poticies if they believe the i issuer is having financial dlfﬁcultles or if they are able to
reinvest the pollcy s value at a higher rate of return in an alternative insurance or investment prodict.

1
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Cur investment portfolio is subject to several risks that may diminish the value of our invested assets and negatwely

impact our profitability.

The value of our investment portfolio is subject to numerous factors, which are difficult to predict, and are often
beyond our control. These factors include, but are not limited to, the following:

s  Changes in interest rates can reduce the value of our investments as further discussed in the risk factor entitled
“Changing interest rates may adversely affect our results of operations™.

T

e  Changes in patterns of relative liquidity in the capital markets for various asset classes.

e Changes in the ability of issuers to make timely repayments on actively managed fixed maturity investments
can reduce the value of our investments. This risk is significantly greater with respect to below-investment
grade securities, which comprised 8.0 percent of our actively managed fixed maturity investments as of
Décember 31, 2007.

e  Changes in the estimated timing of receipt of cash flows. For example, our structured security investments,
which comprised 23 percent of our actively managed fixed maturity investments at December 31, 2007, are
subject to risks relating to variable prepayment on the assets underlymg such securities, such as mortgage ‘loans.

When structured securities prepay faster than expected, investment income may be adversely affected due to
the acceleration of the amortization of purchase premiums or the inability to reinvest at comparable yields in
lower interest rate environments.

s Changes in the relative risk premium required in the market for a given level of risk.

We have recorded writedowns of fixed maturity investments, equity securities and other invested assets as a result of

" conditions which caused us to conclude a decline in the fair value of the investment was other than temporary as follows:
$106.7 million in 2007 (including $73.7 million of writedowns of investments (which were subsequently transferred pursuant
to a coinsurance agréement as further discussed in the note to the consolidated financial statements entitled “Summary of
Significant Accounting Policies™) as a result of our intent not to hold investments for a period of time sufficient to allow for
any anticipated recovery in value); $22.4 million in 2006; and $14.7 million in 2005. Our investment portfolio is subject to
the risks of further declines in realizable value. However, we attempt to mitigate this risk through the dlverSIﬁcanon and
active management of our portfolio. *

" In the event of substantial product surrenders or policy claims, we may choose to maintain highly liquid, and
potentially lower-yielding, assets, or to sell assets at a loss, thereby eroding the performance of our portfolio.

Because a substantial portion of our net income is derived from returns on our investment portfolio, significant losses
in the portfolio may have a direct and materially adverse impact on our results of operations. In addition, losses on our
investment portfolio could reduce the investment returns that we are able to credit to our customers of certain products,
thereby impacting our sales and eroding our financial performance.

l

Changing interest rates may adversely affect our results of operations,

Our profitability is affected by fluctuating interest rates. While we monitor the interest rate environment and, in some
cases, employ hedging strategies to mitigate such impact, our financial results could be adversely affected by changes in
interest rates. Our spread-based insurance and annuity business is subject to several inherent risks arising from movements in
interest rates, especially if we fail 1o anticipate or respond to such movements. First, interest rate changes can cause
compression of our net spread between interest earned on investments and interest credited to customer deposits. Our ability
to adjust for such a compression is limited by the guaranteed minimum rates that we must credit to policyholders on certain
products, as well as the terms on most of our other products that limit reductions in the crediting rates to pre-established
intervals. As of December 31, 2007, approximately 38 percent of our insurance liabilities were subject to interest rates that
may be reset annually; 47 percent had a fixed explicit interest rate for the duration of the contract; 11 percent had credited
rates that approximate the income we earn; and the remainder had no explicit interest rates. Second, if interest rate changes
produce an unanticipated increase in surrenders of our spread-based products, we may be forced to sell invested assets at a
loss in order to fund such surrenders. Third, the profits from many non-spread-based insurance products, such as long-term
care policies; can be adversely affected when interest rates decline because we may be unable to reinvest the cash from

30




premiums received at the interest rates anticipated when we sold the policies. Finally, changes in interest rates can have
significant effects on the market value and performance of our investments in general and specifically on the performance of
our structured securities portfolio, including collateralized mortgage obligations (“CMQs™), as a result of changes in the
prepayment rate of the loans underlying such securitics, We employ asset/liability strategies that are designed to mitigate the
effects of interest rate changes on our profitability but do not currently extensively employ derivative instruments for this
purpose. We may not be successful in implementing these strategies and achieving adequate investment spreads.

We use computer models to simulate our cash flows expected from existing business under various interest rate
scenarios. These simulations help us measure the potential gain or loss in fair value of our interest-sensitive financial
instruments. With such estimates, we seek to manage the relationship between the duration of our assets and the expected
duration of our liabilities, When the estimated durations of assets and liabilities are similar, exposure to intefest rate risk is
minimized because a change in the value of assets should be largely offset.by a change in the value of liabilities. At
December 31, 2007, the duration of our fixed maturity investments {as modified to reflect prepayments and potential calis) .
was approximately 7.6 years, and the duration of our insurance liabilities was approximately 7.9 years. We estimate that our
fixed maturity securities and short-term investments, net of corresponding changes in insurance acquisition costs, would
decline in fair value by approximately $490 million if interest rates were to increase by 10 percent from rates as of December
31,2007. This compares to a decline in fair value of $515 miltion based on amounts and rates at December 31, 2006. The
calculanons. involved in our computer simulations incorporate numerous assumptions, require significant estimates and
assume an immediate change in interest rates without any management reaction to such change. Consequently, potential
changes in the values of our financial instruments indicated by the simulations will likely be different from the actual changes
experienced under given interest rate scenarios, and the differences may be material. Because we actively manage our |
investments and liabilities, our net exposire to interest rates can vary over time.

General market conditions affect investments and investment income,

The performance of our investment portfolio depends in part upon the level of and changes in interest rates, risk
spreads, real estate values, market volatility, the performance of the economy in general, the performance of the specific
obligors included in our porifolio and other factors that are beyond our control. Changes in these factors can affect our net .
investment income in any period, and such changes can be substantial.

Financial market conditions can also affect our realized and unrealized investment gains (losses). During periods of
rising interest rates, the fair values of our investments will typically declme Convcrscly during permds of fal]m;_, interest
rates, the fair values of our investments will typically rise.

Concentration of our investment portfolios in any particular sector of the economy may have an adverse effect on
our financial position or results of operations.

The concentration of our investment portfolios in any particular industry, group of related industries, asset classes (such
as residential mortgage-backed securities and other asset-backed securities), or geographic area could have an adverse effect
on its value and performance and, consequently, on our results of operations and financial position. While Conseco seeks to
mitigate this risk by having a broadly diversified portfolio, events or developments that have a negative impact on any
particular industry, group of related industries or geographic area may have an adverse effect on the i mvestment portfolios to
the extent that the portfolios are concentrated. -

Litigation and regulatory investigations are inherent in our business, may harm ounr financial strength and
reputation and negatively impact our financial results. .
L . -

Insurance companies historically have been subject to substantial litigation. In addition to the traditional policy claims
associated with their businesses, insurance companies face policyholder suits and class action suits. We also face significant
risks related to regulatory investigations and actions. The litigation and regulatory investigations we are, have been, or may
become subject to include matters related to sales or underwriting practices, payment of contingent or other sales
commissions, claim payments and procedures, product design, product disclosure, administration, additional premium
charges for premiums paid on a periodic basis, calculation of cost of insurance charges, changes to certain non-guaranteed
policy features, denial or delay of benefits, charging excessive or impermissible fees on products and recommending
unsuitable products to customers. Certain of the Company’s insurance policies allow or require us to make changes based on
experience to certain non-guaranteed elements such as cost of insurance charges, expense loads, credited interest rates and
policyholder bonuses. The Company intends to make changes to certain non-guaranteed elements in the future. In some
instances in the past, such action has resulted in litigation and similar litigation may arise in the future. The Company’s
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exposure, if any, arising from any such action cannot presently be determined. Our pending legal and regulatory actions
include matters that are specific to us, as well as matters faced by other insurance companies. State’insurance departments
focus on sales and claims payment practices and product issues in their market conduct examinations. Negotiated settlements
of class action and other lawsuits have had a material adverse effect on the business, financial condition and results of
operations of our insurance companies. We are, in the ordinary course of our business, a plaintiff or defendant in actions
arising out of our insurance business, including class actions and reinsurance disputes, and, from time to time, we are also
involved in various governmental and administrative proceedings and investigations and inquiries such as information
requests, subpoenas and books and record examinations, from state, federal and other authorities. The ultimate outcome of
these lawsuits and investigations, however, cannot be predicted with certainty. In the event of an unfavorable outcome in one
or more of these matters, the ultimate liability' may be in excess of liabilities we have established and could have a material
adverse effect on our business, financial condition, results of operations or cash flows. We could also suffer sig,niﬁcant
reputational harmas a result of such litigation, regulatory action or investigation which could have a materlal adverse effect
on our busmess financial condition, results of operations or cash flows.

For a description of. current legal proceedings, see note 9 of the consolidated financial statements.

Our business is subject to extensive regulaaon, which limits our operating flexibility and conld result in our
msurame subsidiaries bemg placed under regulam::y control or otherwme negatively impact our fi inancial results*.

Our insurance business is subject to extensive regulation and supervision in the jurisdictions in which we operate. Qur
insurance subsidiaries are subject to state insurance laws that establish supervisory agenc:es Such agencies have broad
administrative powers including the power to:

grant and revoke business licenses;
regulate and supervise sales practices and market conduct;
establish guaranty associations;
license agents; _
approve policy forms;
approve premium rates for some lines of business such as long-term care and Medicare supplement;
establish reserve requirements; . _
_ prescribe the form and content of required financial statements and reports; -
determine the reasonableness and adequacy of statutory capital and surplus; ,
perform financial, market conduct and other examinations;
define acceptable accounting principles; and ’
s regulate the types and amounts of permitted investments.

The regulations issued by state insurance agencies can be complex and subject to differing interpretations. !f a state
insurance regulatory agency determines that one of our insurance company subsidiaries is not in compliance with applicable
regulations, the subsidiary is subject to various potential administrative remedies including, without limitation, monetary
penalties, restrictions on the subsidiary’s ability to do business in that state and a return of a portion of policyholder .
premiums. In addition, regulatory action or investigations could cause us to suffer significant reputational harm, which could
have an adverse effect on our business, financial condition and results of operations. :

In connection with monitoring the financial condition of insurers, certain state insurance departments have requested
additional information from two of the Company’s insurance subsidiaries, Conseco Senior and Conseco Life, because each
such insurance subsidiary has incurred statutory losses in a 12 month period in excess of 50 percent of its capital and surplus.
The statutory losses of Conseco Life are primarily attributable to a litigation settlement. For further information related to
this case, refer to the caption entitled “Cost of Insurance Litigation” inciuded in the note to our consolidated financial -
statements entitled “Commitments and Contingencies”. The statutory losses of Conseco Senior are primarily attributable to |
the adverse development of prior period claim-reserves, an increase in claims incurred in-2006 and 2007 and strengthening of
statutory active life reserves using the prospective unlocking method (as permitted by insurance regulators), all of which
related to long-term care policies. Based on our discussions with state insurance departments, we do not expect the |
regulators to take any actions against Conseco Senior or Conseco Life that would have a material adverse effect on the
financial'position or results of operations of these companies. U e

* ah L

Our insurance SUbSldlal‘ies are also subject to RBC requirements. These requiremenis were designed to evaluate the

adequacy of statutory capital and surplus in relation to investment and insurance risks associated with asset quality, mortality
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and morbidity, asset and liability matching and other business factors. The requirements are used by states as an early
warning tool to discover companies that may be weakly-capitalized for the purpose of initiating regulatory action. Generally,
if an insurer’'s RBC falls below specified levels, the insurer is subject to different degrees of regulatory action depending
upon the magnitude of the deficiency. The 2007 statutory annual statements filed with the state insurance regulators of each
of our insurance subsidiaries reflected total adjusted capital in excess of the levels subjecting the subsidiaries to any
regulatory action. However, the RBC ratio of Conseco Senior, which has experienced losses on its long-term care business in
our Other Business in Run-off segment; was near the level at which it would have been required to submit a comprehensive
plan to insurance regulators proposing corrective actions aimed at improving its capital position. In order to avoid triggering
the trend test with respect to Conseco Senior, we elected to contribute $202.0 million to the capital and surplus of Conseco
Senior in 2007, including $56.0 million which was accrued at December 31, 2007, and paid in February 2008. We were
under no cobligation to make such capital contributions to Conseco Senior, and we may determine not to make additional
contributions in the future. No assurances can be given that we will make future contributions or otherwise make capital
available to our insurance substdiaries, including Conseco Senior,

The value of our deferred tax asset may be impaired 1o the extent our future profits are less than we have projected;
and such impairment may have a material adverse affect on our results of operations and our financial condition.

As of December 31, 2007, we had deferred tax assets of $1,909.4 million. During the fourth quarter of 2007, we
increased the deferred tax valuation allowance by $68.0 million primarily related to losses incurred in 2007, Qur income tax
expense includes deferred income taxes arising from temporary differences between the financial reporting and tax bases of,
assets and liabilities, capital loss carryforwards and NOLs.' We evaluate the realizability of our deferred income tax assets
and assess the need for a valuation allowance on an ongeing basis. In evaluating our deferred income tax assets, we consider
whether it is more likely than not that the deferred income tax assets will be realized. The ultimate realization of our deferred,
income tax assets depends upon generating sufficient future taxable income during the periods in which our temporary
differences become deductible.and before our capital loss carryforwards and NOLs expire. This assessment requires
significant judgment. However, recovery is dependent on achieving such projections and failure to do so would resuit in an.
increase in the valuation allowance in a future period. Any future increase in the valuation allowance would result in -
additional income tax expense and reduce shareholders’ equity, and such an increase could have a material adverse affect
upon our earnings in the future.

. N . . . f
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Our results of operations may be negatively impacted if our initiatives to restructure our insurance operations are
unsuccessful or if our planned conversions result in valuation differences. : : :

Our Conseco Insurance Group segment has experienced decreases in premium revenues and new annualized premiums
in recent years as well as expense levels that exceed product pricing expense assumptions. We have implemented several
initiatives to improve operating results, including: (i) focusing sales efforts on higher margin products; (ii) reducing operating
expenses by eliminating or reducing marketing costs of certain products; (iii) streamlining administrative procedures and
reducing personnel; and (iv) increasing retention rates on our more profitable blocks of inforce business. Many of our
initiatives address issues resulting from the substantial number of acquisitions of our predecessor. Between 1982 and 1997,
our predecessor completed 19 transactions involving the acquisitions of 44 separate insurance companies. Our efforts
involve improvements to our policy administration procedures and significant systems conversions, such as the elimination of
duplicate processing systems for similar business. These initiatives may result in unforeseen expenses, complications or
delays, and may be inadequate to address all issues. Some of these initiatives have only recently begun to be executed, and
may not ultimately be successfully completed. While our future operating performance depends greatly on the success of -
these efforts, even if we successfully implement these measures, they alone may not sufficiently improve our results of
operations.

Conversions to new systems can result in valuation differences between the prior system and the new system. We
have recognized such differences in the past. During the fourth quarter of 2005, our conversion to a seriatim-based valuation,
sysiem to determine reserves for the long-term care block of business in run-off resulted in decreases to insurance liabilities |
of approximately $38 million. Qur planned conversions could result in future valuation adjustments, and there can‘be no
assurance that these adjustments will not have a material adverse effect on future earnings.

Our financial posmon may be negatively impacted if we are unable to achieve our goals for 2008

We have ldentlﬁed a number of goals for 2008, including maintaining strong growth at Bankers Life and Colomal
Penn, improving earnings stability and reducing volatility, improving the performance of our long-term care business in the

Other Business in Run-off segment and reducing our enterprise exposure to long-term care business. The-most consistent
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components of our operations in recent years have been Bankers Life and Colonial Penn, and the continued growth and
profitability of those businesses is critical to our overall results. By contrast, the long-term care business in our Other
Business in Run-off segment has been very volatile and has produced substantial losses in the last two years. We are -
continuing to pursue a number of measures designed to improve the performance of that segment, including aggressively
seeking actuarially justified rate increases and improving claims management. These measures may be inadequate to address
the issues of that segment. [n addition, our efforts to improve claims management by changing claim adjudication procedures
have resulted in increased complaints from our policyholders, and, in some cases, have resulted in inquiries from state
regulators. The relative size and volatility of our combined tong-term care business presents a risk that our results of
operations will be materiatly impacted by the changes in the performance of that business, and we are exploring ways to
reduce our enterprise exposure to the long-term care business. The failure to achieve these and our other goals for 2008
could have a material adverse effect on our results of operations, financial condition and the price of our common stock.

A failure to improve the financial strength ratings of our insurance subsidiaries or a decline from the current
ratings could cause us to experience decreased sales, increased agent attrition and increased policyholder lapses
and redemptions. ‘

An important competitive factor for our insurance subsidiaries is the ratings they receive from nationally recognized
rating organizations. Agents, insurance brokers and marketing companies who market our products, and prospective
policyholders view ratings as an important factor in evaluating an insurer’s products. This is especially true for annuity,
interest-sensitive life insurance and long-term care products. The current financial strength ratings of our primary insurance
subsidiaries (other than Conseco Senior) from A.M. Best, S&P and Moody’s are “B+ (Good),” “BB+” and “Baa3,”
respectively. The ratings of Conseco Senior from A.M. Best, S&P and Moody’s are “C++ (Marginal),” “CCC-" and “Caal,”
respectively. The “B+” rating and the “C++" rating from A.M. Best are the sixth and ninth highest, respectively, of sixteen
possible ratings. The “BB+" rating and the “CCC-" rating from S&P are the eleventh and nineteenth highest, respectively, of
twenty-one possible ratings. The “Baa3” rating and the “Caal” rating from Moody’s are the tenth and seventeenth highest of
twenty-one possible ratings. Most of our competitors have higher financial strength ratings and, to be competitive over the
long term, we believe it is critical to achieve improved ratings.

If we fail to achieve and maintain an “A” category rating from A.M. Best or if our ratings are downgraded, we may
experience declining sales of certain of our insurance products, defections of our independent and career sales force, and
increased policies being redeemed or altowed to lapse. These events would adversely affect our financial results, which
could then lead to ratings downgrades. '

Competition from companies that have greater market share, higher ratings, greater financial resources and -
stronger brand recognition, may impair our ability te retain existing customers and sales representatives, attract
new customers and sales representatives and maintain or improve our financial results, :

The supplemental health insurance, annuity and individual life insurance markets are highly competitive. Cofnpetitors
include other life and accident and health insurers, commercial banks, thrifis, mutual funds and broker-dealers.

Our principal competitors vary by product line. Our main competitors for agent sold long-term care insurance '
products include Genworth Financial, John Hancock Financial Services and MetLife. Our main competitors for agent sold
Medicare supplement insurance products include United HealthCare, Biue Cross and Blue Shield Plans, Mutual of Omaha
and United American. o .

In some of our product lines, such as life insurance and fixed annuities, we have a relatively small market share. Even
in some of the lines in which we are one of the top five writers, our market share is relatively small. For example, while our
Bankers Life segment ranked fourth in annualized premiums of individual long-term care insurance in 2007 with a market
share of approximately six percent, the top three writers of individual long-term care insurance had annualized premiums
with a combined market share of approximately 60 percent during the period. In addition, while our Bankers Life segment
was ranked fourth in direct premiums eamed for individual Medicare supplement insurance in 2007 with a market share of
3.8 percent, the top writer of individual Medicare supplement insurance had direct premiums with a market share of 14.1
percent during the period.

Virtually all of our major competitors have higher financial strength ratings than we do. Many of our competitors are
larger companies that have greater capital, technological and marketing resources and have access to capital-at a lower cost.
Recent industry consotidation, including business combinations among insurance and other financial services companies, has
resulted in larger competitors with even greater financial resources. Furthermore, changes in federal law have narrowed the
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historical separation between banks and insurance companies, enabling traditional banking institutions to enter the insurance
and annuity markets and further increase competition. This increased competition may harm our ability to maintain or
improve our proftability.

- In addition, because the actual cost of products is unknown when they are sold, we are subject to competitors who may
sell a product at a price that does not cover its actual cost. Accordingly, if we do not also lower our prices for similar
products, we may lose market share to these competitors. [f we lower our prices to maintain market share, our profitability
will decline.

We must attract and retain sales representatives to sell our insurance and annuity products. Strong competition exists
among insurance and financial services companies for sales representatives. We compete for sales representatives primarily
on the basis of our financial position, financial strength ratings, support services, compensation, products and product
features. Our competitiveness for such agents also depends upon the relationships we develop with these agents. Our
Predecessor’s bankruptcy continues to be an adverse factor in developing relationships with certain agents. [f we are unable
to attract and retain sufficient numbers of sales representatives to sell our products, our ability to compete and our revenues
and profitability would suffer. ' -

Volatility in the securities markets, and other economic factors, may adversely affect our business, particularly our
sales of certain life insurance products and annuities.

Fluctuations in the securities markets and other economic factors may adversely affect sates and/or policy surrenders
of our annuities and life insurance policies. For example, volatility in the equity markets may deter potential purchasers from
investing'in equity-indexed annuities and may cause current pelicyholders to surrender their policies for the cash value or to
reduce their investments. [n addition, significant or unusual volatility in the generat level of interest rates could negatively
impact sales and/or lapse rates on certain types of insurance preducts.

. Our ability to meet our obligations may be constrained by our subsidiaries’ ability to distribute cash to us.

Conseco, Inc. and CDOC, Inc. (*CDOC™), our wholly owned subsidiary and a guarantor under our $875.0 million
secured credit agreement (the “Second Amended Credit Facility”), are holding companies with no business operations of
their own; they depend on their operating subsidiaries for cash to make principal and interest payments on debt and to pay,
administrative expenses and income taxes. Conseco and CDOC receive cash from insurance subsidiaries, consisting of
dividends and distributions, principal and interest payments on surplus debentures and tax-sharing payments, as weli as cash
from our non-insurance subsidiaries consisting of dividends, distributions, loans and advances. A deterioration in the
financial condition, earnings or cash flow of the significant subsidiaries of Conseco or CDOC for any reason could hinder the
ability of such subsidiaries to pay cash dividends or other disbursements to Conseco and/or CDOC which, in turnt, would
limit the ability of Conseco and/or CDOC to meet debt service requirements and satisfy other financial obligations. ln
addition, we may elect to contribute additional capital to certain insurance subsidiaries to strengthen their surplus and this
could atfect the ability of our top tier insurance subsidiary to pay dividends. Accordingly, this would limit our ability to meet
debt service requirements and satisfy other holding company financial obligations. '

- The obligations undei our Second Amended Credit Facility are guaranteed by our current and future domestic
subsidiaries, other thian our insurance subsidiaries and certain immaterial subsidiaries. CDOC’s guarantee under the Second
Amended Credit Facility is secured by a lien on substantially all of the assets of the guarantors, including the stock of our top
tier insurance company, Conseco Life Insurance Company of Texas. If we fail to make the required payments, do not meet
the financial covenants-or otherwise default on the terms of the Second Amended Credit Facility, the stock of Conseco Life
Insurance Company of Texas, which at December 31, 2007 owned the stock of all of our other insurance subsidiaries, could
be transferred to the lender under such facility. Any such transfer would have a material adverse effect on our business,
financial condition and results of operations, and would have a significant adverse effect on'the market value of our common
stock. '

*Insurance regulators may prohibit the payment of dividends or other payments by our insurance subsidiaries to parent
companies if they determine that such payment could be adverse to our policyholders or contract holders. Otherwise, the
ability of our insurance subsidiaries to pay dividends is subject to state insurance department regulations. Insurance
regulations generally permit dividends to be paid from statutory earned surplus of the insurance company without regulatory
approval for any 12-month period in amounts equal to the greater of (or in a few states, the lesser of): (i) statutory net gain
from operations or statutory net income for the prior year; or (ii) 10 percent of statutory capital and surplus as of the end of
the preceding year. Any dividends in excess of these levels require the approval of the director or commissioner of the
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applicable state insurance department. All of the dividends we plan to have our insurance subsidiaries pay in 2008 will
require regulatory approval. *

In accordance with orders from the Florida Office of Insurance Regulation, Conseco Senior may not distribute funds to
any affiliate or shareholder unless such distributions have been approved by the Florida Office of Insurance Regulation and
Washington National may not make similar distributions without prior notice to the Florida Office of Insurance Regulation.
In addition, the RBC and other capital requirements described below can also limit, in certain circumstances, the ability of
our insurance subsidiaries to pay dividends.

Certain states have established minimum capital requirements for insurance companies licensed to do business in their
state. These additional requirements generally have not had a significant impact on the Company’s insurance subsidiaries,
but the capital requirements in Florida have caused Conseco Health to maintain a higher level of capital and surplus than it
would otherwise maintain and have thus limited its ability to pay dividends. -

In addition, although we are under no obligation to do so, we may elect to contribute additional capital to strengthen
the surplus of certain insurance subsidiaries. Any election regarding the contribution of additional capital to our insurance
subsidiaries could affect the ability of our top tier insurance subsidiary to pay dividends. The ability of our insurance
subsidiaries to pay dividends is also impacted by various criteria established by rating agencies to maintain or receive higher
ratings and by the capital levels that we target for our insurance subsidiaries. During 2007, we made capital contributions of
$48.0 million (including $25.0 million which was accrued at December 31, 2007, and paid in February 2008) to Conseco Life
in an effort to meet such criteria and our targeted capital level for this subsidiary.

The following table sets forth the aggregate amount of dividends and other distributions that our insurance subsidiaries
paid to us in each of the last two fiscal years (dollars in millions): '

Years ended December 31,

2007 2006
DIVIAENAS .o sesrseeses oo e $50.0 $ 72.5
Surplus debenture interest 69.9 68.2
Fees for services provided pursuant to service agreements 92.9 . 894
Tax Sharing PAYIMENTS .....covieveirrrisiimsrs e st stsessbe bbb aves 91.5 (5.5)
SR, v R oot $3043 $224.6

Federal and state legislation could adversely affect the financial performance of our insurance operations.

During recent years, the health insurance industry has Iexpérienccd substantial changes, including those caused by
healthcare legislation. Recent federal and state legislation and pending legislative proposals concerning healthcare reform
contain features that could severely limit, or eliminate, our ability to vary pricing terms or apply medical underwriting

- standards to individuals, thereby potentially increasing our benefit ratios and adversely impacting our financial results. In

particular, Medicare reform could affect our ability 1o price or sell our products or profitably maintain our blocks in force.
For example, the Medicare Advantage program provides incentives for health plans to offer managed care plans to seniors.
The growth of managed care plans under this program could decrease sales of the tradmonal Medicare supp]emem products
we sell. . X . .

* ’ . -1

. Proposals currently pending in Congress and some state legislatures may also affect our financial results. These

proposals include the implementation of minimum consumer protection standards in all long-term care policies, including:
guaranteed premium rates; protection against inflation; limitations on waiting periods for pre-existing conditions; setting
standards for sales practices for long-term care insurance; and guaranteed consumer access to information about insurers,
including information regarding lapse and replacement rates for policies and the percentage of claims denied. Enactment of
any proposal that would limit the amount we can charge for our products, such as guaranteed premium rates, or that would
increase the benefits we must pay, such as limitations on waiting periods, or that would otherWISe increase the costs of our
business, could adversely affect our financial results. ‘ . o ,
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Our Second Amended Credit Facility contains various restrictive covenants and required financial ratios that limit
our operating flexibility; our current credit ratings may adversely affect our ability to access capital and the cost of
such capital, which could have a material adverse effect on our financial condition and results of operations.

As of December-31, 2007, we had $865.5 million principal amount of debt outstanding under our Second Amended
Credit Facility. The Second Amended Credit Facility imposes a number of covenants and financial ratios as defined in the
Second Amended Credit Facility that we must meet or maintdin, including:

a debt to total capitalization ratio;

an interest coverage ratio;

an aggregate RBC ratio; and

a combined statutery capital and surplus level. '

At December 31, 2007, we were in compliance with all of the Second Amended Credit Facility’s covenants and financial
ratios, Although our forecasts indicate we will meet and/or maintain all of the Second Amended Credit Facility’s covenants
and financial ratios, our ability to do'so may be affected by events beyond our control.

Our Second Amended Credit Facility also imposes restrictions that limit-our flexibility to plan for and react to changes
in the economy and industry, thereby increasing our vuinerability to adverse economic and industry conditions. These
restrictions include limitations on our ability to: -

incur additional indebtedness: K .
transfer or sell assets;

enter into mergers or other business combinations; .

pay cash dividends or repurchase stock; and

make investments and capital expenditures.

e & & & o

S&P has assigned a “B+" rating on our senior secured debt with a negative outlook. In S&P’s view, an obligation
rated “B+” is more vulnerable to nonpayment than obligations rated “BB”, but has the capacityto meet its financial "o
commitment on the obligation. Adverse business, financial or economic conditions would likely impair the obligator’s
capacity or willingness to meet its financial commitment on the obligation. S&P has a total of twenty-two separate categories
rating senior debt, ranging from “AAA (Extremely Strong)” to “D (Payment Default).” A “B+" rating is the fourteenth
highest rating. Moody’s has assigned a “Ba3” rating on our senior secured debt with a negative outlook. In Moody’s view,
an obligation rated “Ba3” is judged 10 have speculative elements and is subject to substantial credit risk. Moody’s has a total
of twenty-one separate categories in which to rate senior debt, ranging from “Aaa (Exceptional)” to “C (Lowest Rated).” A
“Ba3” rating is the thirteenth highest rating.” A negative outlook by S&P and Moody’s is an opinion regarding the likely
direction of a rating over the medium term. If we were to require additional capital, either to refinance our existing -
indebtedness or for any other reason, our current senior debt ratings, as well as economic condmons in the credit markets
generally, could restrict our access to and the cost of such capital. .

Tax law changes could adversely affect our insurance product sales and profitability.

We sell deferred annuities and some forms of life insurance that are attractive, in part, because policyholders generally
are not subject to United States Federal income tax on increases in policy values until some form of distribution is made,
Congress has enacted legislation to lower marginal tax rates, to reduce the federal estate tax gradually over a ten-year period
(with total elimination of the federal estate tax in 2010) and 1o increase contributions that may be made to individual
retirement accounts and 401(k) accounts. While these tax law changes will expire at the beginning of 2011 absent future
congressional action, they could in the interim diminish the appeal of our annuity and life insurance products because the
benefit of tax deferral is lessened when tax rates are lower and because fewer people may purchase these products when they
can contribute more to individual retirement accounts and 401(k) accounts. Additionally, Congress has considered, from
time to time, other possible changes to U.S. tax laws, including elimination of the tax deferral on the accretion of value
within certain annuities and life insurance products. Such a change would make these products less attractive to prospectlve
purchasers and therefore would likely cause our sales of these products to decline.
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e face risk with respect to our reinsurance agreements.

We transfer exposure to certain risks to others through reinsurance arrangements. Under these arrangements, other
insurers assume a portion of our losses and expenses associated with reported and unreported claims in exchange for a
portion of policy premiums. The availability, amount and cost of reinsurance depend on general market conditions and may
vary significantly.. As of December 31, 2007, our reinsurance receivables totaled $3.6 billion. Our ceded life insurance
inforce totaled $14.7 billion. Our nine largest reinsurers accounted for 89 percent of our ceded life insurance inforce. We
face credit risk with respect to reinsurance. When we obtain reinsurance, we are still liable for those transferred risks if the
reinsurer cannot meel its obligations. Therefore, the inability of our reinsurers to meet their financial obligations may require
us to increase liabilities, thereby reducing our net income and shareholders’ equity. .

Our insurance subsidiaries may be required to pay assessments to fund other companies’ policyholder losses or
fiabilities and this may negatively impact our financial results.

The solvency or guaranty laws of most states in which an insurance company does business may require that company
to pay assessments up to certain prescribed limits to fund policyholder losses or liabilities of other insurance companies that
become insolvent. Insolvencies of insurance companies increase the possibility that these assessments may be required.
These assessments may be deferred or forgiven under most guaranty laws if they would threaten an insurer’s financial
strength and, in certain instances, may be offset against future premium taxes. We cannot estimate the likelihood and amount
of future assessments. Although past assessments have not been material, if there were a number of large insolvencies, future
assessments could be material and could have a material adverse effect on our operating results and financial position.

ITEM 1B. UNRESOLVED STAFF COMMENTS.

On July 3, 2007, we received written comments from the staff of the Division of Corporation Finance of the SEC (the
“SEC staff”) relating to our Form 10-K for the fiscal year ended December 31, 2006 and our Form 10-Q for the quarterly
period ended March 31, 2007. The one remaining unresolved comment relates to the release of reserves totating $19.3
million related to the return of premium benefit on specified disease policies during the first quarter of 2007. As described in
our Form 10-Q for the quarterly period ended March 31, 2007, we determined that the coding in our administrative system
related to policies with the return of premium rider was inaccurate resulting in an overstatement of prior reserves. The SEC
staff has requested an explanation as to why the reserve release was recorded in the first three months of 2007 rather than in
the period in which.the inaccurate coding occurred. We have provided the SEC staff with our evaluation of the out-of-period
adjustment and the basis upon which we concluded we were not required to restate our previously filed financial statements
based on the guidance of Staff Accounting Bulletin 99 “Materiality.”

Subsequent to providing the evaluation of out-of-petiod adjustments to the SEC staff, we identified additional errors in
our previously filed financial statements. .On February 25, 2008, we announced that due to the significance of those errors,
we would restate our financial statements for the years ended December 31, 2006 and 2005, along with affected selected
Consolidated Financial Data for 2004 and 2003, and quarterly financial information for 2006 and the first three quarters of’
2007. In conjunction with the restatement process, we also corrected previously identified errors, including the $19.3 million
reserve correction related to return of premium benefits on specified disease policies that is the subject of the SEC staff’s
unresolved comment. For further information on these and other restatement adjustments, refer to the notes to the
consolidated financial statements entitled “Restatement of Previously Issued Financial Statements” and “Restated Quarterly
Financial Data (Unaudited)”.

With the completion of the restated financial statements included in this filing, the SEC staff will consider resolving
the remaining open comment.

ITEM 2. PROPERTIES.

Our headquarters and the administrative operations of our Conseco Insurance Group segment as well as our Other
Business in Run-off segment are located on a Company-owned 117-acre corporate campus in Carmel, [ndiana, immediately
north of Indianapolis. The six buildings on the campus contain approximately 626,000 square feet of space and house
Conseco’s executive offices and certain administrative operations of its subsidiaries. In May 2007, we entered into a listing
agreement for the sale/lease of one of these buildings (approximately 100,000 square feet). Management believes that our
remaining office space is adequate for our needs.

Our Bankers Life segment is primarily administered from a facility in downtown Chicago, Illinois. Bankers Life has
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approximately 222,000 square feet leased under an agreement which expires in 2018. [n addition, Bankers Life leases
approximately 114,000 square feet that it expects to vacate in 2008. This space is expected to be subleased through
November 2013, the early termination date of the lease. We also lease 227 sales offices in various states totaling
approximately 650,000 square feet. These leases are short-term in length, with remaining lease terms expiring between 2008
and 2013. : . - i o

* Our Colonial Penn segment is administered from a Company-owned office building in Philadelphia, Pennsylvania
with approximately 127,000 square feet. We occupy approximately 60 percent of this space, with the remainder leased to
tenants. .

ITEM 3. LEGAL PROCEEDINGS.

-
)

» Information required for Item 3 is incorporated by reference to the discussion under the heading “Legal Proceedings”
in note 9 “Commitments and Contingencies” to our consolidated financial statements included in Item 8 of this Form 10-K.

ITEM 4. SUBMISSION OF MATTERS TO A VOTE OF SECURITY HOLDERS.

None.

e . 7 . . ) ,
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. - Executive Officers of the Registrant.- . _ ' : o s

Officer L,
Name and Age (a) Since

C. James Prieur, 56 ..o aninenans T 2006
Edward J. Bonach, 54 .....ccooeiieiniieinininnrsinrrne e 2007
Mark E. Alberts, 42 ........ocovveniiee. e s 2004
Russell M. Bostick, 51 .....cooovieccniiiiivnininnsienernneen, . 2005
Dan R. Bardin, 57 ...vveeveeionnreesssssssseressssereessne 2007
Eric R. Johnson, 47 ..ot 1997
John R.KIINe, 50 ..o 1990
Susan L. Menzel, 42 ..o 2005
Christopher J. Nickele, 51 2005
2001

Scott R. Perry, 45t

L. .o ‘
Positions with Conseco; Principalk
Occupation and Business Experience (b)

. Since September 2006, chief executive officer. .From April

1999 until September 2006, president and chief operating
officer of Sun Life Financial, Inc. and chief operating officer « .
of its principal subsidiary, Sun Life Assurance Company.

Since May 2007, executive vice president and chief financial
- officer. From 2002 until 2007, Mr. Bonach served as chief
" financial officer of National Life Group. - Vo

- Since January 2007, executive vice president and chief

actuary. Mr. Alberts has served in various actuarial capacities
with Conseco since 2004 and aiso from 1991 to 2001. From
2001 until April 2004, senior vice president, chief actuary,
Standard Life Insurance Company of Indiana.

Since 2005, executive vice president and chief information
officer. From 1998 until 2005, chief technology officer of
Chase Insurance and its predecessors,

Since December 2007, president of Conseco Insurance Group.
From 2006 until 2007, Mr. Bardin was an insurance industry
consultant. From 1999 until 2006, Mr, Bardin held several
executive positions with Prudential Corporation, Asia,
including managing director and chief executive of insurance.

Since September 2003, president and chief executive officer of
40|86 Advisors, Conseco’s wholly-owned registered
investment advisor. Mr. Johnson has held various investment
management positions since joining Conseco in 1997,

Since July 2002, senior vice president and chief accounting
officer. Mr. Kline has served in various accounting and
finance capacities with Conseco since 1990,

Since May 2005, executive vice president, human resources.
From 2004 to May 20035, senior vice president, human
resources of APAC Customer Services. From 1997 to 2004,
vice president, human resources of Sears Roebuck.

Since Qctober 2005, executive vice president, product
management. From 2002 until September 2005, vice
president — product development of Lincoln National
Corporation.

Since 2006, president of Bankers Life. Employed in various
capacities for Bankers Life since 2001.
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Steven M. Stecher, 47 ....cccvriiirimeer e 2004  Since January 2007, executive vice president, operations.
‘ T A o From August 2004 until January 2007, executive vice
ot "+ president of Conseco Insurance Group. From 2003 until May
2004 chief information officer of Orix Financial Services.
From 1997 until 2002, Mr. Siecher held several executive
positions with ING Americas, including chief information
officer, vice president of strategic marketing and head of
« - ’ shared services. B

M. Kline served as an officer of our Predecessor company, which filed a bankruptcy petition on December 17, 2002,

{a) The executive officers serve as such at the discretion of the Board of Directors and are elected annually.
(b) Business experience is given for at least the last five years.
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PART 11

ITEMS5. MARKET FOR REGISTRANT’S COMMON EQUITY, RELATED STOCKHOLDER MATTERS

AND ISSUER PURCHASES OF EQUITY SECURITIES.

MARKET INFORMATION,

The following tabie sets forth the ranges of.high and low sales prices per share for our common stock on the New
York Stock Exchange for the quarterly periods beginning January 1, 2006. There have been no dividends paid or declared on

our common-stock during this period.

Period Market price
High Low
2006: .
FArst QUATIET vevveievececcc e sarssasnens $25.95 $23.16
Second QUAMET ..o e e 25.86 22.00
Third QUAKET.....coceeeeereeerrer it 23.46 19.91
Fourth QUATTET .....covvereremcrceeece e 21.17 19.53
2007:
First QUATIET ......oovcvevvieereerererseriensessnrs e secsocessesecsesstassinns $20.46 $16.56
Second QUATET .....cvvveverevierrcrc oot 21.25 17.25
Third QUAMET....ccovevee e 21.02 13.25
Fourth Quarter ..........cccoorvineninnn e 16.26 12.05

As of February 22, 2008, there were approximately 77,000 holders of the outstanding shares of common stock,

including individual participants in securities position listings.
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PERFORMANCE GRAPH

The Performance Graph below compares Conseco’s cumulative total shareholder return on its common stock for the period
from September 12, 2003 (the first day of trading of the common stock on the New York Stock Exchange after. Conseco’s
emergence from bankruptey) through December 31, 2007 with the cumulative total return of the Standard & Poor’s 500
Compeosite Stock Price Index (the “S&P 500 Index”} and the Dow Jones Life Insurance Index. The comparison for each of the
periods assumes that $100 was invested on September 12, 2003 in'each of Conseco common stock, the stocks included in the
S&P 500 Index and the stocks included in the Dow Jones Life Insurance Index and that all dividends were reinvested. The stock
performance shown in this graph represents past performance and should not be considered an indication of future performance of
Conseco’s common stock.

COMPARISON OF CUMULATIVE TOTAL RETURN
AMONG CONSECO, S&P 500 INDEX AND DOW JONES LIFE INSURANCE INDEX

$250 £+ DJ Life Insurance Index

$225 | & S&P 500 Index
-~ Conseco, Inc.

$200
$175
$150
$125
$1001
$75
$50
$25 ’ iy ' -a 1
$0 | | ] ! 3
9/12/03 12/31/03 12/31/04 12/31/05 12/31/06 1273107
Cumulative Total Returns 9/12/03 12/31/03 12/31/04 12/31/05 12/31/06 12/31/07
D) Life Insurance Index $ 100 § 113 & 137 $ 168 $ 189 § 201
S&P 500 Index $ 100 § 110 § 122 $ 128 % 148 § 156
Conseco, Inc. $ 100 $ 107 § 98 $ 114 § 98 § 62
DIVIDENDS

The Company does not anticipate declaring or paying cash dividends on its common stock in the foreseeable future,
and ts currently limited in doing so pursuant to our credit agreement. Please refer to “Management’s Discussion and
Analysis of Consolidated Financial Condition and Results of Operations — Liquidity of the Holding Companies” for a further
discussion of these restrictions.
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ISSUER PURCHASES OF EQUITY SECURITIES

Total number of
shares (or units) . -

Maximum anumber {or
approximate dollar value)

Total - Average price ,  purchased as part of shares (or units) that
number of shares paid per share - of publicly announced may yet be purchased
Period (or units)® J(orunit) - plans.or programs . under the plans or programs(b)
: , (dollars in millions)
October 1 throngh
October 31............. 4,784 $15.70 - $285.7
November 1 through , _ Co L - cL. s
November 30........ 1,330,000 13.48 1,330,000 267.8
December 1 through . : ‘
December 31 ........ 403,089 12.66 ' _394.300 262.8
Total ..o 1,737,873 13.29 1,724,300 e, 2628

(a) The Company purchased 4,784 and 8,789 shares of its common stock in October and December 2007 respectively,
in connection with employee benefit compensation plans. Such purchases are not included against the maximum
number of shares that may be purchased as part of our publicly announced share repurchase program.

{b) On December 21, 2006, the Company announced a common share repurchase program of up to $150 million. On
May 8, 2007, the Company announced that the maximum amount that was authorized under the common share
repurchase program had been increased to $350 million.

-

EQUITY COMPENSATION PLAN INFORMATION

The following table summarizes information, as of December 31, 2007, relating to our common stock that may be
issued under the Conseco, Inc. 2003 Amended and Restated Long-Term Incentive Plan.

Number of securities
remaining available for
future issuance under
equity compensation
plans (excluding securities

reflected in first column)

Weighted-average
exercise price of
outstanding options,
warrants or rights

Number of securities
to be issued upon exercise
of outstanding options,

warrants or rights
Equity compensation plans ) :
$19.82

approved by security holders......... 4,827,925 2,794,017
Equity compensation plans not ) , . . .
approved by security holders......... — — . S
$19.82 R 4,01

TOAL oot 4,827,925

44




ITEM 6. SELECTFD CONSOLIDATED FINANCIAL DATA,

! 1

Conseco has restated its consolldated ﬁnanma] statements for each of 2007, 200(1 2005, 2004 and for the four months
ended December 31, 2003. The restated consolidated financial statements reflect: (i) the correction of errors, the majority of
which were identified in 2007 during procedures performed in an effort to remediate the material weakness in internal
controls disclosed in our 2006 Form 10-K and subsequent quarterly filings with the SEC; (ii} restatement of accounting for
premium rate increases; and (iii} the correction of previously identified immaterial errors. Refer to the note to the
consolidated financial statements entitled “Restatement of Previously Issued Financial Statements” for further information
related to the restatement. The Selected Consolidated Financial Data should be used in conjunction with Management’s
Discussion and Analysis of Consolidated Financial Condition and Results of Operations and the consolidated financial

statements and accompanying notes included elsewhere herein.

t - P )

Successor Predecessor
- Years * Four months | ~ Eight months
- ended ended ended
. December 31, December 31,|° August 31,
2007 2006 2005 2004 2003 © 2003
(Restated)’ (Restated)(Restated) (Restated) -
{Amounts in millions, except per share data) , o : :
STATEMENT OF OPERATIONS DATA ! - :
Insurance policy INCOME cveererneieeciceerneeineeeeenees $3,167.3  $2,989.0 32930.1 §$2,949.3 §1,005:8.: $2,204.3
Net investment iNCOME ..cuvrieiereeerereeereeeeeenee e 1,536.6 1,5064 13746 13227 474.6 - 969.0
Net realized mveslment gains (losses) ... {155.4) (47.2) (2.9) 406 ' 118 (54) -
Total revenues......... e Teeeerereiea e res e R 4,572.3 4,467.4+ 43265 4,334.1 1,505.5 - 3,203.4
Interest expense (contractual interest: o '
$268.5 for the eight months ended August 31, : o
2003) e et 117.3 73.5 583 79.5 36.8 025
Total benefits and expenses.................. e eesees 4,745.3 4,300.2 38422 33880 1,356.0 1,031.2
Income (loss) before income taxes, minority .
interest, discontinued operations and ' )
cumulative effect of accounting change........... (173.0} 167.2 4843 446.1 '149.5 12,1722
Net income ({055} .....covveicrecrceressie e (179.9) 106.0  312.7 289.7 96.3 12,201.7
Preferred stock dividends ......cooooovicnnicinne 14.1 38.0 38.0 65.5 27.8 o - T
Net income {loss) applicable to common stock..  (194.0) 68.0 2747 224.2 68.5 «2,201.7
PER SHARE DATA ) )
Net income, Basic..........cooeieeereeveiieieiseeees $(1.12)  $ 45, $182 $170 '% .68 .
Net income, diluted..........ccooninniniiinnnenen (1.12) 45 1.69 - 158 - .67
Book value per common share outstanding ........ 22.94 26.50 2527 2134 '~ 19.28
Weighted average shares outstanding for
baSIC CATNINGS o.ovoveierreee st - t73.4 151.7 1512 132.3 100.1 .
Weighted average shares outstanding for o ' ’ "
diluted arnings.......ococveeveciniiciccenesnerennens t73.4 152.5 185.0 155.9 143.5- -
Shares outstandmg at period-end ........ 0 cocovernneee 184.7 1522 1515 151.1 100.1-
BALANCE SHEET DATA - AT PERIOD END : : -
Total INVeStMENts.........ovvececccniii e, $23,801.9 $25,736.4525041.2 $24,306.3 $22,792.6(" $22,018.3
GoodWill ..o - - - 9522 99.4
TOtal ASSELS 1.vovececercvarere s eaea 33,514.8 32,7240 31,557.9 30,794.6 30,0023 28,318.1
Corporate notes payable..........ovvvieveerieerininnniaens 1,193.7 1,000.8 851.5 768.0 1,300.0 -
Liabilities subject to compromise ....................... - - - - - 6,951.4
Total liabilities ....c.cocvrrreceecccrieneceeeeecea e 29,2789 28,0239 27,060.6 26,902.7 27,184.7 30.,519.5
Shareholders” equity (deficit) ..o 42359 47001 44973 38919 2.817.6 (2,201.4)
STATUTORY DATA(a) - AT PERIOD END
Statutory capital and surplus...........cccceecicinnnnn. $1,336.2 $1,554.5 $1,603.8 3§1,510.0 $1,514.1
" Asset valuation reserve (FAVR™ )i 161.3 179.1 142.7 117.0 40.9
Total statutory capital and surplus and AVR ...... 1,497.5 1,733.6  1,746.5  1,627.0 1,555.0

(a) We have derived the statutory data from statements filed by our insurance subsidiaries with regulatory authorities
which are prepared in accordance with statutory accounting principles, which vary in certain respects from GAAP.
The statutory data presented above reflects our current financial statement filings with various regulatory authorities.
[t is our intention to evaluate each of the items that have been restated in our consolidated financial statements
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prepared in accordance with GAAP to determine whether restatement to our previously filed statutory financial
statements is needed. We cannot reasonably estimate the effects of any such restatements should they occur.

r

The effects of the restatement adjustments on selected consolidated financial data are presented below.

Year ended December 3 l.‘2006

Adjustments
o ' : Accounting for Previously
As previously Remediation  premium rate identified As
reported  procedures increases errors restated

(Dollars in millions, except per share data)

STATEMENT OF OPERATIONS DATA

Insurance policy inNCOME .....oovviriirinenn. $2,589.0 £ - 5 - h - $2,989.0
Net investment INCOIME ....ccvoeveeerreerrvreeenens 1,506.4 - - - 1,506.4
Net realized investment gams (losses) ...... - 472) - - - (47.2)
Total rEVENUES ..ovvveereeeeecceeee i rrnr e seneaa 44674 . - - . 4.467.4
Interest EXPENSe .ovvvvrvrerecrmrrrrceeieiininnes 73.5 - - - 73.5
Total benefits and expenses ....c..ccecceeervennne 4,315.1 (4.0) (14.1) - 732 4,300.2
Income (ioss) before income taxes, . ' .

minority interest, discontinued operations '

and cumulative effect of accountmg '

ChANBE oo 152.3 4.0 141 3.2) 167.2
Net income ([0s5) ..ooeereniiiniininn . 96.5 2.6 9.0 L @n 106.0
Preferred stock dividends .......c.oovnvieneees 38.0 - - - . 380
Net income (loss) appllcable to commaon .

SIOCK 1ot - 585 26 9.0 B V5 ) T 68.0.
PER SHARE DATA :

Net inCome, BasIC. ... mrereessnerererse . $.39, ) ' $.45
Net income, diluted........coeererrirnnene S 38 : 45
Book value per common share o

OUtStANAINE oo - 2658 26.49
Weighted average shares outstanding for

DaSIC EAMINES .- caeemeereriarervernrserrresrrinines 151.7 ’ 151.7
Weighted average shares outstanding for ’ ‘

diluted €armings........ccoceeviniinenniinns 152.5 152.5
Shares outstanding at period-end ............. 152.2 ’ 152.2
BALANCE SHEET DATA - AT PERIOD END ' :

Total INVESHTIENES .....eeeeeereereeeeeeeemeeeneeereens $25,736.4 $ - $ - h) - $25,736.4
Total a888LS .ovvvvecreeecemnreisereenenenes s 32,717.3 297 (21 6) o (L4) 32,7240
Corporate notes payable.........coveeeeieineeeene. 1,000.8 - - 1,000.8
Total liabilities ........oooeeinirnnrrs e 28,004.2 50.3 (30 6) - 28,0239
Shareholders’ equity {deficit) .........c......... 4,713.1 (20.6) 9.0 (1.4) 4,700.1

.-
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Year ended December 31, 2005

As previously Remediation

reported

Adjustments
Previously
identified
procedures errors

As
restated

{Dollars in millions, except per share data)

STATEMENT OF OPERATIONS DATA

Insurance policy iINCOME .....ocoocvvvenennencnne $2,930.1 $
Net investment INCOME .......ovveeveceeerrereenens 1,374.6
Net reatized investment gains (losses) ...... (2.9
Total revenues ............cvvreeecccmrnrenrererenens 4,326.5
Interest EXPense ......cccovevvirriiniee i 58.3
Total benefits and expenses.........c..cco..... 3.823.1
Income (loss) before income taxes, :

minority interest, discontinued operations

and cumulative effect of accounting

ChaNZe ..o 5034
Net income {1oSS) cooevvviirivievcrrriiiiaanes 3249
Preferred stock dividends .........cocvvevriiree 38.0
Net income {loss) applicable to common

SEOCK i 2869
PER SHARE DATA
Net income, basic......cccoiieivvreenvisiiiniiieaines $1.90
Net income, diluted....c.......coomrvininiicennns 1.76
Book value per common share

OULSEANAING ... 25.42
Weighted average shares outstanding for

DaSIC BAMMINES. .. o vveveerecrce e rnenasasaasacnserens 151.2
Weighted average shares outstanding for

diluted eamings...c.oovovrricienineninneecnirens 185.0
Shares outstanding at period-end .............. 15t.5

BALANCE SHEET DATA - AT PERIOD END

Total INVESTMENIS...ceeeieeeeeeriieiee e $25,041.2
Total ASSES ....ovveeeeeieeecer e eeeeaaees 31,5253
Corporate notes payable........c.ocorvveriines 851.5
Total Habliies vvvv i esrirens 27,005.5
Shareholders’ equity (deficit) ................... 4,519.8
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55.8
23.2)

£ .-

%
7

$2,930.1
1.374.6
(2.9)
43265
58.3
3,842.2

., 4843
312.7
38.0

274.7
$1.82

1.69
25.27
151.2

185.0
151.5

$25,041.2
31,557.9
851.5
27,060.6
44973



STATEMENT OF OPERATIONS DATA

Insurance policy income ..

Net investment income
Net realized investment gams (losses) ......
Total revenues . ettt
Interest expense .........................................
Total benefits and expenses .........ccccccveene
Income (loss) before income taxes,

minority interest, discontinued operations

and cumulative effect of accounting

change ........
Net income (loss) ......................................
Preferred stock dividends ...t
Net income (loss) applicable to common

SIOCK v

PER SHARE DATA
Net income, basiC.....ccocovrcmvmisimimineinnns
Net income, diluted...
Book value per common share
OULStANdINgG ..ocvovomecce e
Weighted average shares outstanding for
basiC EAMINGS..erremceecmeeeciiiicrirs e
Weighted average shares outstanding for
diluted €arnings.......ccocecevievsiiiiinininnenn,
Shares outstanding at period-end ..............

BALANCE SHEET DATA - AT PERIOD END

Total INvestments.......ccovivvisininnns TR

Total a5Sets ..ooovvevvveinnnnnn. ereeeretrentreerneeaaas A

Corporate notes payable....
Total liabilities ...
Shareholders’ equlty (deﬁcn) ...................

Year ended December 31, 2004

Adjustments
. - Previously
As previously Remediation identified As
reported ©  procedures errors restated

(Dollars in millions, except per share data) -

BALANCE SHEET DATA - AT PERIOD END

Total INVeStMENtS......oeeieveneririineeeeeneans
GoodWill ..o
TOta] ASSELS .oevvierereeeereierereeereenenneneebs e
Corporate notes payable........covoeeiii,
Total Habilities ......covvvveeincenenenreesereenninnas
Shareholders’ equity (deficit) ........coeeeeeen.

$2.949.3 $ - $ - $2,949.3
1,318.6 - 4.1 1,322.7
40.6 - - 40.6
4.330.0 - ' 4.1 4,334.1
79.5 - - 79.5
3,875.9 6.5 5.6 3,888.0
454.1 | (6.5) {1.5) 446.1
2948 (4.2) {.9) 289.7
65.5 - - : 65.5
229.3 (4.2) (.9 224.2
$1.73 $1.70
1.63 . 1.59
2141 ; v21.34
1323 ‘ 132.3
155.9 - ' 155.9
151.1 151.1
$243063 . $ - 8 - $24,306.3
30,732.6 26.0 36.0 30,794.6
768.0 - - .  768.0
26,8304 350 373 26,902.7
3.902.2 (9.0) (1.3) 3,891.9
December 31, 2003
Adjustments
Previously
As previously Remediation identified As
reported  procedures errors restated
{Dollars in millions)
$22,7967 % - so@h s
952.2 4.8 957.4
29,990.4 30.0 (18 1) 30,002.3
1,300.0 1,300.0
27,1728 30.0 (18.1) 27,1847
2,817.6 - - 2,817.6
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ITEM7. MANAGEMENT’S DISCUSSION AND ANALYSIS OF CONSOLIDATED FINANCIAL
CONDITION AND RESULTS OF OPERATIONS.

In this section, we review the consolidated financial condition of Conseco at December 31, 2007, and the consolidated
results of operations for the years ended December 31, 2007, 2006 and 2005 and, where appropriate, factors that may affect
future financial performance. Please read this discussion in conjunction with the consolidated financial statements and notes
included in this Form 10-K.

CAUTIONARY STATEMENT REGARDING FORWARD-LOOKING STATEMENTS

Our statements, trend analyses and other information contained in this report and elsewhere (such as in filings by
Conseco with the SEC, press releases, presentations by Conseco or its management or oral statements) relative to markets for
Conseco’s products and trends in Conseco’s operations or financial results, as well as other statements, contain forward-
looking statements within the meaning of the federal securities laws and the Private Securities Litigation Reform Act of
1995. Forward-looking statements typically are identified by the use of terms such as “anticipate,” “believe,” “plan,”
“estimate,” “expect,” “project,” “intend,” “may,” “will,” “would,” “contemplate,” “possible,” “attempt,” “seck,” “should,”
“could,” “goal,” “target,” “on track,” “comfortable with,” “optimistic” and similar words, although some forward-looking
statements are expressed differently. You should consider statements that contain these words carefully because they
describe our expectations, plans, strategies and goals and our beliefs concerning future business conditions, our results of
operations, financial position, and our business outlook or they state other “forward-looking” information based on currently
available information. \The “Risk Factors™ in Item 1 A provide examples of risks, uncertainties and events that could cause
our actual results to differ materially from the expeciations expressed in our forward-looking statements. Assumptions and,
other important factors that could cause our actual results to differ materially from those anticipated in our forward-looking
statements include, among other things:

LI L) ELIETY

¢ our ability to obtain adequate and timely rate increases on our supplemental health products, including our long-term
care business; :

e mertality, morbidity; usage of health care services, persistency, the adequacy of our previous reserve estimates and.
other factors which may affect the profitability of our insurance products;

e changes in our assumptlons related to the cost of policies produced or the value of policies inforce at the Effective
Date;

s the recoverability of our deferred tax asset;
» changes in accounting principles and the interpretation thereof; :

» our ability to achieve anticipated expense reductions and levels of operational efficiencies including improvements
in claims adjudication and continued automation and rationalization of operating systems;

s  performance of our investments;

e our ability to identify products and markets in which we can compete effectively against competltorq with greater
market share, higher ratings, greater financial resources and stronger brand recognmon

s the ultimate outcome of lawsuits filed against us and other legal and reguiatory proceedings to which we are subject;

s our ability to remediate the material weakness in internal controls over the actuarial reporting process that we
identified at year-end 2006 and to maintain effective controls over financial reporting; -

our ability to continue to recruit and retain productive agents and distribution partners and customer response to new
products, distribution channels and marketing initiatives;

s our ability to achieve eventual upgrades of the financial strength ratings of Conseco and our insurance company
subsidiaries as well as the potential impact of rating downgrades on our business;
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e the risk factors or uncertainties listed from time to time in our filings with the SEC; -

» regulatory changes or actions, including those relating to regulation of the financial affairs of our insurance
companies, such as the payment of dividends to us, regulation of financial services affecting {among other things)
bank sales and underwriting of insurance products, regulation of the sale, underwriting and pricing of products, and
health care regulation affecting health insurance products;

o general economic conditions and other factors, including prevailing interest rate levels, stock and credit market
performance and health care inflation, which may affect (among other things) our ability to sell products and access
capital on acceptable terms, the returns on and the market value of our investments, and the lapse rate and
profitability of policies; and ' .

e changes inthe Federal income tax laws and regulations which may affect or eliminate the relative tax advantages of
some of our products.

Other factors and assumptions not identified above are also relevant to the forward-looking statements, and if they
prove incorrect, could also cause actual results to differ materially from those projected.

All written or oral forward-looking statements attributable to us are expressly qualified in their entirety by the
foregoing cautionary statement. Our forward-looking statements speak only as of the date made. We assume no obligation
to update or to publicly announce the results of any revisions to any of the forward-looking statements to reflect actual
results, future events or devetopments, changes in assumptions or changes in other factors affecting the forward-looking
statements.

OVERVIEW

We are a holding company for a group of insurance companies operating throughout the United States that develop,
market and administer supplemental health insurance, annuity, individual life insurance and other insurance products. We
focus on serving the senior and middle-income markets, which we believe are atiractive, underserved, high growth markets.
We sell our products through three distribution channels: career agents, professional independent producers (some of whom
sell one or more of our product lines exclusively) and direct marketing.

We manage our business through the following: three primary operating segments, Bankers Life, Conseco [nsurance
Group and Colonial Penn, which are defined on the basis of product distribution; a fourth segment comprised of other
business in run-off; and corporate operations. Our segments are described below:

e  Bankers Life, which consists of the business of Bankers Life and Casualty, markets and distributes Medicare
supplement insurance, life insurance, long-term care insurance, Medicare Part D prescription drug program,
Medicare Advantage products and certain annuity products to the senior market through approximately 3,100 career
agents and sales managers. Bankers Life and Casualty markets its products under its own brand name and Medicare
Part D and Medicare Advantage products primarily through marketing agreements with Coventry.

e Conseco Insurance Group, which markets and distributes specified disease insurance, Medicare supplement
insurance, and certain life and annuity products to the senior and middle-income markets through approximately 350
IMOs that represent over 5,200 producing independent agents. This segment markets its products under the
“Conseco” and “Washington National” brand names. Conseco Insurance Group includes the business of Conseco
Health, Conseco Life, Conseco Insurance Company and Washington National, other than any run-oft long-term care
and major medical insurance issued by those companies. Such run-off business is included in the Other Business in
Run-off segment. .

e  Colonial Penn, which consists of the business of Colonial Penn, markets graded benefit and simplified issue lite
insurance directly to customers through television advertising, direct mail, the internet and telemarketing. Colonial
Penn markets its products under its own brand name.

e Other Business in Run-off, which includes blocks of business that we no longer market or underwrite and are
managed separately from our other businesses. This segment consists of: (i) long-term care insurance sold in prior
years through independent agents; and (ii) major medical insurance. The Other Business in Run-off segment is
primarily comprised of long-term care business issued by Conseco Senior and Washington National, subsidiaries
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that were acquired in 1996 and 1997, respectively. Long-term care collected premiums represented more than 99
percent of this segment’s total collected premiums in 2007. Of the long-term care collected premiums in this
segment for the year ended December 31, 2007, approximately 88 percent related to Conseco Senior and
approximately 8 percent related to Washington National and 4 percent related to other Conseco insurance
subsidiaries. In 2007, long-term care premiums represented approximately 84 percent of the premiums collected by
Conseco Senior and approximately 6 percent of the premiums collected by Washington National.

s  Corporate operations, which consists of holding company activities and certain noninsurance company businesses
that are not part of our other segments,

For the year-ended December 31, 2007, net loss after dmdends on our preferred stock totaled $194.0 million, or $1.12
per diluted share.

Our major goals: for 2008 include:

)

»  Maintaining strong growth at Bankers Life and Colonial Penn. :
¢ Continuing to improve the focus and profitability mix of sales at Conseco Insurance Group.
¢ Improving eamnings stability and reducing volatility.

* Improving the performance of the long-term care business in our Other Business in Run-off segment by continuing
to aggressively seek actuarially justified rate increases and by improving claims management.

»  Completing the remediation project relating to our material weakness in internal controls. -

N
.

e Reducing our enterprise 'exp.osure to long-term care bus:in'ess,
. Im]ﬁi'oving or disposing of underperferming blocks of business.
. Re-deploying capital to generate improved returns.
* Positioning the Company to achieve an 11 percent operating return on equity in 2009.
CRITICAL ACCOUNTING POLICIES
The preparation of financial statements in accordance with GAAP requires management to make estimétes and
assumptions that affect the reported amounts of assets and liabilities and disclosure of contingent assets and liabilities at the
date of the financial statements and the reported amounts of revenues and expenses during the reporting period.

Management has made éstimates in the past that we believed to be appropriate but were subsequently revised to reflect
actual experience. 1f our future experience differs materially from these estimates and assumptions, our results of

-operations and financial condition could be affected.

We base our estimates on historical experience and other assumptions that we believe are reasonable under the
circumstances. We continuaily evaluate the information used to make these estimates as our business and the economic
environment change. The use of estimates is pervasive throughout our financial statements. The accounting policies and
estimates we consider most critical are summarized below. Additional information on our accounting policies is included
in the note to our consolidated financial statements entitled “Summary of Significant Accounting Policies”.
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Investments ‘ : . oo
At December 31, 2007, the carrying value of our investment portfolio was $23.8 billion.

We defer any fees received or costs incurred when we originate investments. We amortize fees, costs, discounts and
premiums as yield adjustments over the contractual lives of the investments. We consider anticipated prepayments on
structured securities when we estimate yields on such securities. When actual prepayments differ from our estimates, the
adjustment to yield is recognized as investment income (loss).

We regularly evaluate our investments for possible impairment based on current economic conditions, credit loss
experience and other investee-specific circumstances and developments. When we conclude that a decline in a security’s net
realizable value is other than temporary, the decline is recognized as a realized loss and the cost basis of the security is
reduced to its estimated fair value. During the year ended December 31, 2007, writedowns of investments included: (i)
$33.0 million of writedowns of investments for other than temporary declines in fair value; and (i) $73.7 million of
writedowns of investments (which were subsequently transferred pursuant to a coinsurance agreement as further discussed in
the note to the consolidated financial statements entitled “Summary of Significant Accounting Policies”) as a result of our
intent not to hold such investments for a period of time sufficient to allow for any anticipated recovery in value. ,

Our evaluation of investments for impairment requires significant judgments,including: (i) the identification of
potentially impaired securities; (ii) the determination of their estimated fair value; and (iii) the assessment of whether any
decline in estimated fair value is other than temporary. L ‘-

Our assessment of whether unrealized losses are “other than temporary” requires significant judgment. Factors
considered include: (i) the extent fo which market value islless than the cost basis; (ii} the length of Jtimel that the market v_alue
has been less than cost; (iii) Whether the unrealized loss is event-driven, credit-driven or a result of changes in market risk
premium or interest rates; (iv) the near-term prospects for improvement in the issuer and/or its industry; (v) our view of the -
investment’s rating and whether the investment is investment-grade and/or has been downgraded since its purchase; (vi)
whether the issuer is current on all payments in accordance with the, contractual terms of the investment and is expected to
meet all of its obligations under the terms of the investment; (vii) our ability and intent to hold the investment for a period of
time sufficient to allow for any anticipated recovery; and (viii) the underlying current and prospective asset and enterprise
values of the issuer and the extent to which our investment may be affected by changes in such values. At December 31,
2007, our net accumnulated other comprehensive income (loss) included gross unrealized tosses on fixed maturity securities of
$630.9 million, which we consider to be temporary declines in estimated fair value.

When the cost basis of a security is written down to fair value due to an other than temporary decline, we review the
circumstances of that particular investment in relation to other investments in our portfolio. If such circumstances exist with
respect to other investments, those investments may also be written down to fair value. Future events may occur, or
additional or updated information may become available, which may necessitate future realized losses of securities in our
portfolio. If new information becomes available or the financial condition of the investee changes, our judg_rr':enté may - .
change resulting in the recognition of a realized investment loss at that time. Significant realized losses on our investments
could have a material adverse effect on dur earnings in future periods. ' ' '

Estimated fair values for our investments are determined by using nationally recognized pricing services, broker-dealer
market makers and internally developed methods. Qur internally developed methods requiré us to make judgments about the
security’s credit quality, 'liquid'igy and market spread. ' o ‘ ' '

Below-investment grade securities have different characteristics than investment grade corporate debt sécurities.
Based on historical performance, risk of default by the borrower is significantly greater for below-investment grade securities
and in many cases, severity of loss is relatively greater as such securities are generally unsecured and often subordinated to
other indebtedness of the issuer. Also, issuers of below-investment grade securities usually have higher levels of debt and
may be more financially leveraged hence, all other things being equal, more sensitive to adverse economic conditions, such
as recession or increasing interest rates. The Company attempts to reduce the overall risk related to its investment in below-
investment grade securities, as in all investments, through careful credit analysis, strict investment policy guidelines, and
diversification by issuer and/or guarantor and by industry. '

During 2007, we sold $7.0 billion of fixed maturity investments which resulted in net realized investment losses of
$39.1 million. Our fixed maturity investments are generally purchased in the context of a long-term strategy to fund
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insurance liabilities, so we do not generally seek to purchase and sell such securities to generate short-term realized gains. In
certain circumstances, including those in which securities are selling at prices which exceed our view of their current fair
value, and it is possible to reinvest the proceeds to better meet our long-term asset-liability objectives, we may sell certain
securities. During 2007, we sold $3.3 billion of fixed maturity investments which resulted in gross investment losses {before
income taxes) of $134.0 million. We sell securities at a loss for a numbér of reasons including, but not limited to: (i) changes
in the investment environment; (ii) expectation that the market value could deteriorate further; (iii) desire to reduce our
exposure to an issuer or an industry; (iv) changes in credit quality; or (v} changes in expected liability cash flows.

We generally seek 1o balance the duration and cash flows of our invested assets with the estimated duration and cash -
flows of benefit payments arising from contract habilities. These efforts may cause us 10 sell investments before their
maturity date and could result in the realization of net realized investment gains (losses). When the estimated durations of
assets and liabilities are similar, exposure to interest rate risk is minimized because a change in the value of assets should be
largely offset by a change in.the value of liabilities. in certain circumstances, a mismatch of the durations or related cash
flows of invested assets and insurance liabilities could have a significant timpact on our results of operations and financial
position. See “— Quantitative and Qualitative Disclosures About Market Risks” for additional discussion of the duration of
our invested assets and insurance liabilities. ‘ '

For more information on our investment portfolio and our critical accounting policies related to investments, see the
note to our consolidated financial statements entitled “Investments”.

Value af Policies Inforce at the.Elﬂec'tive Date and Cost of Policies Produced- .

In conjunction with the implementation of fresh start accounting, we eliminated the historical balances of Old
Conseco’s cost of polictes purchased and cost of policies produced as of the Effective Date and replaced them with the value
of policies inforce at the Effective Date. -

The value assigned to the right to receive future cash flows from contracts existing at-the Effective Date is referred to
as the value of policies inforce at the Effective Date. We also defer renewa! commissions paid in excess of ultimate
commission levels related to the existing policies in this account. The balance of this account is amortized, evaluated for
recovery, and adjusted for the impact of unrealized gains (losses) in the same manner as the cost of policies produced
described below. We expect to amortize approximately 13 percent of the December 31, 2007 balance of value of policies
inforce in 2008, 12 percent in 2009, 11 percent in 2010, 7 percent in 2011 and 6 percent in 2012,

The cost of policies produced are those costs that vary with, and are prlmanly related to, producing new insurance
business in the period after September 10, 2003. For universal life or investment products, we amortize these costs using the
interest rate credited to the underlying policy in relation to the estimated gross profits. For other products, we amortize these
costs using the projected investment earnings rate in relation to future amlmpated premium revenue. The value of policies
inforce and the cost of policies produced are collectively referred to as “insurance acquisition costs.” .+ -,

Insurance acquisition costs are amortized to expense over the lives of the. underlying policies in relation to future
anticipated premiums or gross profits. The insurance acquisition costs for polictes other than universal life and investment-
type products are amortized with interest (using the projected investment earnings rate) over the estimaled premium-paying
period of the policies, in a manner which recognizes amortization expense in proportion to each year’s premium income.
Limited-payment policies are amortized over the contract period. The insurance acquisition costs for universal life and
investment-type products are amortized with interest (using the interest rate credited to the underlying policy) in proportion
to estimated gross profits. The interest, mortality, morbidity and persistency assumptions used-to amortize insurance
acquisition costs are consistent with those assumptions used to estimate liabilities for insurance products. For universal life
and investment-type products, these assumptions are reviewed on a regular basis. When actual profits or our current best
estimates of future profits are different from previous estimates, we adjust cumulative amortization of insurance acquisition
costs to maintain amortization expense as a constant percentage of gross profits over the entire life of the policies.

During 2007, we were required to accelerate the amortization of insurance acquisition costs related to our universal
life products because the prior balance was not recoverable by the value of future estimated gross profits on this block. This -
additional amortization was necessary-so that our insurance acquisition costs would not exceed the value of future estimated
gross profits and is expected to continue to be recognized in subsequent periods. Because our insurance acqulsmon costs are
now equal to the value of future estimated gross profits, this block is expected to generate break-even earnings in the future.
We continue to hold insurance acquisition costs of approximately $140 million related to these products, which we
determined are recoverable by the value of estimated gross profits. In addition, results for this block are expected to exhibit
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increased volatility in the future, because the entire difference between our assumptions and actual experience is expected to
be reflected in eamings in the period such differences occur. : '

During the fourth quarter of 2007, we recognized additional amortization expense of $14.8 million to reflect changes
in our estimates of future mortality rates on our universal life business, nct of planned increases to associated policyholder
charges. ' '

During the fourth quarter of 2006, we recognized additional amortization expense of $7.8 million to reflect a change in
an-actuarial assumption related to a block of interest-sensitive life insurance policies based on a change in management’s
intent on the administration of such policies. The policies affected by the adjustments described above were issued through a
subsidiary prior to its acquisition by Conseco in 1996. ' '

During the first quarter of 2006, we made certain adjustments to our assumptions of expected future profits for the
annuity and universal life blocks of business in this segment related to investment returns, lapse rates, the cost of options
underlying our equity-indexed products and other refinements. We recognized additional amortization expense of $12.4
million in 2006 due to these changes. This increase to amortization expense was offset by a reduction to insurance policy
benefit expense of $11.5 million, to reflect the effect of the changes in these assumptions on the calculation of certain
insurance liabilities, such as the liability to purchase future options underlying our equity-indexed products.

When lapses of our insurance products exceed levels assumed in determining the amortization of insurance
intangibles, we adjust amortization to reflect the change in future premiums or estimated gross profits resulting from the
unexpected lapses. We recognized additional amortization expense of $7.9 million during the first six months of 2006 as a
result of higher than expected lapses of our Medicare supplement products. We believe the unexpected lapses were primarily
related to premium rate increases and competition from companies offering Medicare Advantage products. During the first
nine months of 2006, we changed our estimates of the future gross profits of certain universal life products, which under -
certain circumstances are eligible for interest bonuses in addition to the declared base rate. These interest bonuses are not
required in the current crediting rate environment and our estimates of future gross profits have been changed to reflect the
discontinuance of the bonus. We reduced amortization expense by $4.0 million during the first six months of 2006 as a result
of this change. During 2005, we conducted a review of our methodology for identifying and capitalizing deferred acquisition
costs related to the traditiorial life block of business in our Bankers Life segment. Based on our review, we reduced the total
cost capitalized in prior years by $1.1 million, which was reflected as an increase in amortization expense for the year ended
December 31, 2005. There have been no other significant changes to assumptions used to amortize insurance acquisition
costs during 2007, 2006 or 2005. Revisions to assumptions in future periods could have a significant adverse or favorable
effect on our results of operations and financial position. '

When we realize a gain or loss on investments backing our universal life or investment-type products, we adjust the
amortization of'insurance acquisition costs to reflect the change in estimated gross profits from the products due to the gain
ot loss realized and the effect on future investment yields, We decreased amortization expense for such changes by $35.7
million, $10.1 million and $2.8 million during the years ended December 31, 2007, 2006 and 2005, respectively. We also
adjust insurance acquisition costs for the change in amortization that would have been recorded if actively managed fixed
maturity securities had been sold at their stated aggregate fair value and the proceeds reinvested at current vields. We include
the impact of this adjustment in accumulated other comprehensive income (loss) within shareholders’ eguity. The iotal pre-
tax impact of such adjustments on accumulated other comprehensive income (loss) was an increase of $62.0 million at
December 31, 2007. : :

At December 31, 2007, the balance of insurance acquisition costs was $3.1 billion. The recoverability of this amount
is dependent on the future profitability of the related business. Each year, we evaluate the recoverability of the unamortized
balance of insurance acquisition costs. These evaluations are performed to determine whether estimates of the present value
of future cash flows, in combination with the related liability for insurance products, will support the unamortized balance.
These future cash flows are based on our best estimate of future premium income, less benefits and expenses. The present
value of these cash flows, plus the related balance of liabilities for insurance products, is then compared with the unamortized
balance of insurance acquisition costs. In the event of a deficiency, such amount would be charged to amortization expense.
The determination of future cash flows involves significant judgment. Revisions to the assumptions which determine such
cash flows could have a significant adverse effect on our results of operations and financial position.
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The table presented below summarizes our estimates of cumulative adjustments to insurance acquisition costs resulting
from hypothetical revisions to certain assumptions. Although such hypethetical revisions are not currently required or
anticipated, we believe they could occur based on past variances in experience and our expectations of the ranges of future
experience that could reasonably occur. We have assumed that revisions to assumptions resulting in the adjustments
summarized below would occur equally among policy types, ages and durations within each product classification. Any
actual adjustment would be dependent on the specific policies affected and, therefore, may differ from the estimates
surnmarized below. In addition, the impact of actual adjustments would reflect the net effect of all changes in assumptions
during the period. :

Estimated adjustment to
income before
_ income taxes based on
Change in assumptions ' . revisions to certain assumptions
{dollars in millions)

Universal life-type products (a): }

5% increase to assumed MOMAlILY .....cocveeveecciie e $(103.4)
5% decrease to assumed mortality ......ccccovvvinnnncrcrevncencrnneereen 36.0
15% increase to assumed eXPenses ...........oc.oeeeeeveeecevvicincroriisieieennns {19.4)
15% decrease 10 asSUMEd EXPENSES......oovriiiresrvricrcreeieereeeesie e 6.3
10 basis point decrease to assumed spread...........ccococvee e e (22.5)
10 basis point increase to assumed spread .. 9.4
10% increase to assumed [APSEs........ooovvvvvvveveecisceeeee et crseeens 6.5
10% decrease to assumed lapsSes ... neresensererereinesenenenes (7.2)
Investment-type products:
20% increase to assumed SUITENders ............coveeeeeecereesieneceneciennnes 4.0)
20% decrease to assumed SUMTenders ............ccccooovcevvevrnenin e, ] 4.8
15% increase to assumed expenses .................... (1.6)
15% decrease to assumed expenses................... 1.5 ‘
10 basis point decrease to assumed spread... (5.1)
10 basis point increase to assumed spread 49
Other than universal life and investment-type products (b): '
5% increase to assumed mOrbidity ......ccoevvececrcci e e (130.2)
50 basis point decrease to investment €armings rate ........cocvercrervnes (39.3)

(a) A significant portion of our universal life-type products inforce are in loss recognition status. A favorable change in
experience on such blocks may slow down future amortization; however, the current period adjustment to insurance
acquisition costs would be small. This causes the downside sensitivities above to be lower in magnitude than the
upside results.

{(b) We have excluded the effect of reasonably likely changes in mortality, lapse, surrender and expense assumptions for
policies other than universal life and investment-type products. Our estimates indicate such changes would not result
in any portion of the $2.4 billion batance of unamortized insurance acquisition costs related to these policies being
unrecoverable.

v

Accounting for marketing and reinsurance agreements with Coventry
Prescription Drug Benefit

The MMA provided for the introduction of a PDP product. In order to offer this product to our current and potential
future policyholders without investing in management and infrastructure, we entered into a national distribution agreement
with Coventry to use our career and independent agents to distribute Coventry’s prescription drug plan, Advantra Rx. We
receive a fee based on the premiums collected on plans sold through our distribution channels. In addition, Conseco has a
quota-share reinsurance agreement with Coventry for Conseco enrollees that provides Conseco with 50 percent of net
premiums and related policy benefits subject to a risk corridor. The Part D program was effective January 1, 2006.

The folI()wmg describes how we account for and repart our PDP business:

55




|

QOur accounting for the national distribution agreement

» _ We recognize distribution and licensing fee income from Coventry based upon negotiated percentages of collected

premiums on the underlying Medicare Part D contracts. This fee income is recognized over the calendar year term
» as premiums are collected. ; :

L

s - We also pay commissions to.our agents. who sell the plans on behalf of Coventry. These payments are deferred and
amortized over the remaining term of the initial enrollment period (the one-year life of the initial policy). '

Qur accounting for the quota-share agreement
s  We recognize premium revenue evenly over the period of the underlying Medicare Part D contracts.
*  We recognize policyholder benefits and ceding commission expense as incurred.

We recognize risk-share premium adjustments consistent with Coventry’s risk-share agreement with the Centers for
Medicare and Medlcald Services, :

The following summarizes the pre-tax income of the PDP business {(dollars in millions):

2007 2006
Insurance policy iNCOME ..o $70.8 $74.4
Fee revenue and other ..o e 24 5.3
Total rEVeNUES ..o e e 73 79.7
Insurance policy benefits ... 57.2 59.6 .
Commission expense.......... 6.4 8.7
Other operating expenses ......co.ooveeeeermrrereeseneereesenennes 1.0 6.5
Total EXPENSE...ccivecrririris i 64.6 74.8
PIE-laX INCOMIE ....o..oveviieiririeasssessrsssrreraseseseneenssesrnsaseas 586 549

Private-Fee-For-Service ST . »

Conseco expanded its strategic alliance with Coventry by entéring into a national distribution agreement under which i
our career agents began distributing Coventry’s PFFS plan, beginning January 1, 2007. The Advantra Freedom product is a |
Medicare Advantage plan designed to provide seniors with more choices and better coverage at lower cost than original
Medicare and Medicare Advantage plans offered through HMOs. Under the agreement, we receive a fee based on the
number of PFFS glans sold through our distribution channels. In addition, Conseco has a quota-share reinsurance agreement
with Coventry for Conseco enrollees that provides Conseco in 2007 with approximately 50 percent of the net premiums and
related profits. During the fourth quarter of 2007, we initiated a pilot program to test the marketing and distribution of
Coventry’s PFFS plan through Celonial Penn’s direct response distribution channel.

4 .

We receive distribution fees from Coventry and we pay sales commissions 10 our agents for these enrollments. In

addition, we participate at an approximately 50 percent level in the i income (loss) related to this business pursuant to a quota-
share agreement with Coventry

The following summarizes our accountirig and reporting practices for the PFFS business,

Our accounting for the distribution agreement - :
+  We receive distribution income from Coventry and other parties based on a fixed fee per PFFS

contract. This income is deferred and recogmzed over the remammb calendar year term of the m1t1al
enrollment period. T
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*  We also pay commissions to our agents who sell the plans on behalf of Coventry and other parties.: -
These payments are deferred and amortized over the remaining term of the initial enrollment period
“(the ‘one-year life of the initial policy). - ' .
T 1' B A ! . oo
Our accountmg for the quota—share agreemenr e - o . "

L 1 . s N ‘ . Yiv o4 [ P

L e We recogmze revenue evenly over the penod of the underlying PFFS contracts

[l '
' .

el We recogmze'pohcyholder benéfits and cedmg commission expense as incurred,
o . v, : ' - . .

“The following summarizes the pre-tax income of the PFFS business (dollars in millions):

[ . . R . N . ) . . '

- 2007 )
- i Insurance policy iNCOME... ... tceverrecnreeseeenn, S $100.8 - Co -
*Fe¢ revenue and other... ' ' 8.6 ’
47 Total TEVENUES ... i e sereseens 109.4° .‘ A
*+ " Insurance-policy benefits........ocoooooriirtiniiins © 827 ’ ST

'Com‘missioh expense....... 42 B

Other operatmg expenses 8.8 _ '
Total exXpense ........ocooeeeeeeeeeeeeeeeeeeeeeeeee e ' 95.7 T e e

Pre-tax income............. et e 13.7 R :

Large Group Private-Fee-For-Service Block - ' R -

Effective July 1, 2007, Conseco entered into a quota-share reinsurance agreement with Coventry related to the PFFS
business written by Coventry under certain group policies. Conseco receives 50 percent of the net premiums and related
profits associated with this business as long as the ceded revenue margin is less than or equal to five percent. Conseco
- receives 25 percent of the net premiums and related profits on the ceded margm in excess of five percent. The following
summarizes the pre-tax 1nc0me of th1s business (dollars in milllons) . v '

Premitum iNCOME ..o feeee e $99.8 B

Policy benefits ..ot 91.2 L

COMUMISSION EXPEISE ..ovveeeeeeeeiee et eeeeete e Tt ee e 40 - !
Total expenses..' ....................................................................... 95.3

PrE-tAX ITOOMMIE  ..oeveeeeeeeeeeetee sttt ernteseeeeeeneeereeesesasessmeesmesaneeaes 4.5

Income Taxes

Our income tax expense includes deferred income taxes arising from temporary differences between the financial
reporting and tax bases of assets and liabilities, capital loss carryforwards and NOLs. We evaluate the realizability of our
deferred income tax assets and assess the need for a valuation allowance on an ongoing basis. In evaluating our deferred
income tax assets, we consider whether it is more likely than not that the deferred income tax assets will be realized. The
ultimate realization of our deferred income tax assets depends upon generating sufficient future taxable income during the
periods in which our temporary differences become deductible and before our capital loss carryforwards and NOLs expire.
This assessment requires significant judgment. However, recovery is dependent on achieving such projections and failure to
do so would result in an increase in the valuation allowance in a future period. Any future increase in the valuation
allowance would result in additional income tax expense and reduce shareholders’ equity, and such an increase could have a
significant impact upon our earnings in the future. In addition, the use of the Company’s NOLs is dependent, in part, on -
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whether the IRS does not take an adverse position in the future regarding the tax position we have taken in our tax returns
with respect to the allocation of cancellation of indebtedness income. . s

Based upon information existing at the time of our emergence from bankruptcy, we established a valuation allowance
against our entire balance of net deferred income tax assets because we believed that the realization of such net deferred
income tax assets in future periods was uncertain. During 2005 and 2006, we concluded that it was no longer necessary to
hold certain portions of the previously established valuation allowance. Accordingly, we reduced our valuation allowance by
$585.8 million and $260.0 miilion in 2005 and 2006, respectively. However, we are required to continue to hold a valuation
allowance of $672.9 million at December 31, 2007 because we have determined that it is more likely than not that a portion
of our deferred tax assets will not be realized. This determination was made by evaluating each component of the deferred
tax asset and assessing the effects of limitations or interpretations on the value of such component to be fully rccogmzed in
the future. -

The Code limits the extent to which losses realized by a non-life entity (or entities) may offset income from a life
insurance company (or companies) to the lesser of: (i) 35 percent of the income of the life insurance company; or (ii) 35
percent of the total loss of the non-life entities (including NOLs of the non-life entities). There is no.limitation on the extent
to which losses realized by a life insurance entity (or entities) may offset income from a non-life entity (or entities).

In addition, the timing and manner in which the Company will be able to utilize some of its NOLs is limited by
Section 382 of the Code. Section 382 imposes limitations on a corporation’s ability to use its NOLs when the company
undergoes an ownership change. Because the Company underwent an ownership change pursuant to its reorganization, this
limitation applies to the Company. Any losses that are subject to the Section 382 limitation will only be utilized by the
Company up to approximately $142 million per year with any unused amounts carried forward to the following year. Our
Section 382 limitation for 2008 will be approximately $587 million (including $445. million of unused amounts carried
forward from prior years).

Changes in our valuation allowance are summarized as follows (dollars in millions):

Balance at December 31, 2004 ...t e $1.629.6
Release of valuation allowance (2)....coovvevreverrnirnniresrreseeenenes eeereeneas ... _{585.8)
Balance at December 31, 2005 ........o.cco.cooneen et 1,0438
Expiration of NOL and cépital loss carryforwards ........covvevuvcrriernnnsd S (6.0} s
Release of valuation allowance (a).........covvcieveecnnnen ORISR (260.0)
Balance at December 31, 2006.......ceeovveereminrriciee e seceeeeans 777.8
Increase I 2007 ...t e e s aaesaes 68.0
Expiration of capital loss carryforwards........cccoveeervinnnninenrrnninnn (157.6)
Write off of certain state NOLs (recovery is remote) .......cocoovvvnininninninns (15.3)
Balance at December 31, 2007 ... eettceiar s s by 672.3'

(a) There is a corresponding increase to additional paid-in capital.
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As of December 31, 2007, we had $5.0 bllllon of federal NOLS and $.7 biltion of capltal loss carryforwards which
expire as follows (dollars in millions):

a Net operating . .
loss carryforwards(a) Capital loss Total loss Total loss carryforwards
Year of expiration Life  Non-life carryforwards carryforwards Subject to §382 Not subject to §382

2008 ....... $ - $ - $583.7 $583.7 . $5837 $ -
2000 ........ - 9 86.2 87.1 -9 86.2
2010 ......... - 1.0 - 10 10 . -
2011 ... - 1 - 1 1 .
2002 oo - 10.6 722 . 828 10.6 72.2
2016 ......... 16.9 . - : 16.9 16.9 . -
2017 ..., . 332 ; - 32 . 332 . -
2018 ........ 2,170.6 (a)  20.3 . 2,190.9 . 64.4 2,126.5
2020 ......... . 2.5 - 2.5 2.3 : .
2021 ... 61.8 - - 61.8 - 618
2022 ......... 266.2 6 ; . 266.8 - 266.8
2023 .. - 2,0929(a) - 2,092.9 71.7 2,021.2
2024 ... - 32 - 32 .- 32
2025 ....... - 118.8 S 118.8 - 118.8
2026 ......... y 1.6 - 1.6 : - 1.6
2027 ......... - 158.3 - 158.3 - 158.3 .
Totat........ $2,548.7 $2,410.8 . $742.1 $5,701.6 $785.0 $4.916.6

(a) The allocation of the NOLs summarized above assumes the RS does not take an adverse position in the future
regarding the tax position we plan to take in our tax returns with respect to the allocation of cancellation of
mdebtedness income. If the IRS disagrees with the tax position we plan to take with respect to the allocation of

* cancellation of indebtedness income, and their position prevails, approximately $631 million of the NOLs expiring in
2018 would be characterized as non=life NOLs. ‘
The Company adopted FASB Interpretation No: 48 “Accounting for Uncertainty in Income Taxes — an interpretation
ot FASB Statement'No. 109” (“FIN 48”) on January 1, 2007, which resulted in a $6 million increase to additional paid-in
capital. As of January 1, 2007 and December 31, 2007, the amount of unrecognized tax benefits was not significant. While
it is expected that the amount of unrecognized tax benefits will change in the next twelve months, the Company does not
expect the change to have a 51gmﬁcant lmpact on its results of operatlons

As more fully discussed below, the Company’s interpretation of the tax law, as it relates to the application of the

- cancellation of indebtedness income to its NOLs, is an uncertain tax position. Since all other life NOLs must be utilized prior
to this portion of the NOL, it has not yet been utilized nor is it expected to be utilized within the next twelve months, Asa
result, an uncertain tax position has not yet been taken on the' Company’s tax return.

Although FIN 48 allowed a change in accountmg, the Company has chosen to continue its past accounting policy of
classifying interest and penalties as income tax expense in the consolidated statement of operations. No such amounts were
recognized in 2007. The liability for accrued interest and penalt:es was not significant at December 31, 2007 or December
31, 2006. : .

-
1

Tax years 2004 through 2006 are open to examination by the IRS, and tax year 2002 remains open only for potential
adjustments related to certain partnership investments. The Company does not anticipate any material adjustments related to
these partnership investments. The Company’s various state income tax returns are generally open for tax years 2004
through 2006 based on the individual state statutes of limitation.

The following paragraphs describe an open matter related to the classification of our NOLs.

In July 2006, the Joint Committee of Taxation accepted the audit and the settlement which characterized $2.1 billion
of the'tax losses on our Predecessor’s investment in Conseco Finance Corp. as life company losses and the remaining amount
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as non-life losses prior to the application of the cancellation of indebtedness attribute reductions described below. As a result
of the approval of the settlement, we concluded it was appropriate to reduce.our valuation allowance by $260 million in the
second quarter of 2006, which was accounted for as an addition to paid-in capital.

The Code provides that any income realized as a result of the cancellation of indebtedness in bankruptcy (cancellation
of debt income or “CODI”) must reduce NOLs. We realized an estimated $2.5 billion of CODI when we emerged from
bankruptcy. Pursuant to the Company’s interpretation of the tax law, the CODI reductions were all used to reduce non-life
NOLs. However, if the IRS were to disagree with our interpretation and ultimately prevail, we believe approximately $631
million of NOLs classified as life company NOLs would be re-characterized as non-life NOLs and subject to the 35% !
limitation discussed above. Such a re-characterization would also extend the year of expiration as life company NOLs expire '
after 15 years whereas non-life NOLs expire after 20 years. The Company does not expect the IRS to consider this issue for
a number of years.

The Company adopted Statement of Financial Accounting Standards No. 123R “Accounting for Stock-Based
Cornpensation” (“SFAS 123R") in calendar year 2006. Pursuant to this accounting rule, the Company is precluded from
recognizing the tax benefits of any tax windfall upon the exercise of a stock option or the vesting of restricted stock unless such
deduction resulted in actual cash savings to the Company. Because of the Company’s NOLs, no cash savings have occurred.
NOL carryforwards of $1.1 million related to deductions for stock options and restricted stock will be reflected in additional
paid-in capital if realized.

Liabilities for Insurance Products

At December 31, 2007, the total balance of our liabilities for insurance products was $26.7 bitlion. These liabilities
are generally payable over an extended period of time and the profitability of the related products is dependent on the pricing
of the products and other factors. Differences between our expectations when we sold these products and our actual
experience could result in future losses.

We calculate and maintain reserves for the future payment of claims to our policyholders based on actuarial
assumptions. For al] our insurance products, we establish an active life reserve, a liability for due and unpaid claims, claims
in the course of settlement and incurred but not reported claims. In addition, for our supplemental health insurance business,
we establish a reserve for the present value of amounts not yet due on claims. Many factors can affect these reserves and
liabilities, such as economic and social conditions, inflation, hospital and pharmaceutical costs, changes in doctrines of legal
liability and extra-contractual damage awards. Therefore, our reserves and liabilities are necessarily based on numerous
estimates and assumptions as well as historical experience. Establishing reserves is an uncertain process, and it is possible
that actual claims will materially exceed our reserves and have a material adverse effect on our results of operations and
financial condition. We have incurred significant losses beyond our estimates as a result of actual claim costs and persistency
of our Jong-term care business included in the Other Business in Run-off segment. Our financial results depend significantly
upon the extent to which our actual claims experience is consistent with the assumptions we used in determining our reserves
and pricing our products. If our assumptions with respect to future claims are incorrect, and our reserves are insufficient to :
cover our actual losses and expenses, we would be required to increase.our liabilities, which would negatively affect our '
operating results. - ‘ . - . . ,

Liabilities for insurance products are calculated using management’s best judgments, based on our past experience and
standard actuarial tables, of mortality, morbidity, lapse rates, investment experience and expense levels.”

Accounting for Long-term Care Premium Rate Increases

Many of our long-term care policies were subject to premium rate increases in 2006 and 2007. In some cases, these
premium rate increases were reasonably consistent with the assumptions we used to value the particular block of business at
the fresh-start date. In Other cases, the premium rate increases were materially different from that assumed at the fresh-start
date, leading us to change our best estimates of future actuarial.assumptions. With respect to the 2006 premium rate
increases, some of our policyholders were provided an option to cease paying their premiums and receive a non-forfeiture
option in the form of a paid-up policy with limited benefits. In addition, our policyholders could choose to reduce their
coverage amounts and premiums in the same proportion, when permitted by our contracts or as required by regulators. The
following describes how we account for these premium rate increases and related policyholder options;

e Premium rate increases — In November 2007, we were informed of a request made by the SEC at a meeting on
November 2, 2007 between the insurance expert panel of the American Institute of Certified Public Accountants and
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the SEC staff. Representatives from Conseco did not attend the meeting and there has been no formal
communication from the SEC regarding the matters that were discussed. However, it is our understanding that
during the meeting, the SEC staff requested that companies communicate to the SEC their accounting practices if a
prospective revision methodology is used when premium rate changes are made to guaranteed renewable health
insurance contracts in a period without a premium deficiency. In the critical accounting policies section of our 2006
Form 10-K, we disclosed that we used a prospective revision methodology (also known as “pivoting™) to account for
premium rate increases on long-term care policies. Under this accounting policy, we prospectively changed reserve .
assumptions for long-term care policies when premium rate increases differed significantly from our original

- assumptions. We based the use of this accounting policy on our interpretation of GAAP, including specific
reference to the use of a prospective revision methodology when premium rate changes are made to guaranteed
renewable health insurance contracts in paragraph 20 of Statement of Position 03-1, “Accounting by Insurance
Enterprises for Deferred Acquisition Costs in Connection with Modifications or Exchanges of Insurance Contracts”
issued by the Accounting Standards Executive Committee.

In accordance with the request of the SEC staff, we prepared a document which-summarized our use of the
prospective revision methodology and the authoritative guidance we followed in determining our accounting policy.
On February 28, 2008, the. SEC staff informed Conseco that the use of this method is not consistent with the
guidance of FASB Statement of Financial Accountmg Standards No. 60, “Accounting and Reporting by [nsurance
Enterprises.” ' .

As a result, we have restated our results reflecting the elimination of the use of the prospective revision . |
methodology. If premium rate increases reflect a change in cur previous rate increase assumptions, the new :

assumptions are not reflected prospectively in our reserves, : Instead, the additional premium revenue resulting from |
the rate increase is recognized as earned and original assumptions continue to.be used to determme changes to

1

liabilities for insurance products unless a premium deficiency. exists. . ‘ : |
. , o
Our restatement of previously issued financial statements for the year ended December 31; 2006 and quarterly ' |
information for 2006 and the first three quarters of 2007, includes adjustments to eliminate the use of the prospective
revision methodology. For further information on these and other restatement adjustments, refer to the notes to the
consolidated financial statements entitled * Restatement of Previously Issued F1nanc1al Statements” and “Restated |
Quarterly Fmancnal Data (Unaudited).” < i . !
Benefit reductions — If there is a premium rate increase on one of our long-term care policies, a policyholder may
choose reduced coverage with a proportionate reduction in premium, when permitted by our contracts. This option
does not require additional underwriting. Benefit reductions are treated as a partial lapse of coverage, and the
balance of our reserves and deferred insurance acquisition costs is reduced in proportion to the reduced coverage.
Non-forfeiture benefits offered in conjunction with a rate increase — In some cases, non-forfeiture benefits are
offered to policyholders who wish to lapse their policies at the time of a significant rate increase. In these cases,
exercise of this option is treated as an extinguishment of the original contract and issuance of a new contract. The
balance of our reserves and deferred insurance acquisition costs are released, and a reserve for the new contract is
established.

Florida Order — In 2004, the Florida Office of Insurance Regulation issued an order to our subsidiaries in the Other
Business in Run-off segment regarding their long-term care business in Florida. The order required them to offer a
choice of three alternatives to holders of home health care policies in Florida subject to premium rate increases as
follows:

e retention of their current policy with a rate increase of 50 percent in the first year and actuarially justified
increases in subsequent years;

e receipt of a replacement policy with reduced benefits and a rate increase in the first year of 25 percent and no
more than 15 percent in subsequent years; or

 receipt of a paid-up policy, allowing the holder to file future claims up to 100 percent of the amount of
premiums paid since the inception of the policy.
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Reserves for all three groups of policies under the order were prospectively adjusted using the prospective revision
methodology described above, as these alternatives were required by the Florida Office of Insurance Regulatlon
These policies had no insurance acquisition costs established at the Effective Date:

Some of our policyholders may receive a non-forfeiture benefit if they cease paying their premiums pursuant to their original
contract (or pursuant to changes made to their original contract as a result of a litigation settlement made prior to the
Effective Date or an order issued by the Florida Office of Insurance Regu]ation) In these cases, exercise of this option is
treated as the exercise of a policy benefit, and the reserve for premium paying benefits is reduced, and the reserve for the
non-forfeiture benefit is adjusted to reflect the election of this benefit,

Liabilities for Loss Contmgenczes Related 1o Lawsuu‘s and Our Guamnrees of Bank Loans and Related Interest
Loans

We are involved on an ongoing basis in arbitrations and lawsuits, including purported class actions. The ult?mate
outcome of these legal matters cannot be predicted with certainty. We recognize an estimated loss from these loss
contingencies when we believe it is probable that a loss has been incurred and the amount of the loss can be reasonably
estimated, However, it is difficult to measure the actual loss that might be incurred related to litigation. The ultimate
outcome of these lawsuits could have a significant impact on our results of operations and financial position.

In conjunction with our bankruptcy reorganization in 2003, $481.3 million principal amount of bank loans made to
certain former directors.and employees to enable them to purchase common stock of Old Conseco were transferred to the
Company. These loans had been guaranteed by Old Conseco.- We received all sights to collect the balances due pursuant to
the original terms of these loans. -1n addition, we hold loans to participants for interest on the loans. The loans and the
interest loans are collectively referred to as the “D&O loans.” We regularly evaluate the collectibility of these loans in light
of the credit worthiness of the participants and the current status of various legal actions we have taken to collect the D&O
loans. At December 31, 2007, we have estimated that approximately $19.2 mitlion of the D&O loan balance (which is
included in other assets) is collectible (net of the costs of collection). An aliowance has been established to reduce the total
D&O loan balance to the amount we estimated was recoverable.

Pursuant to the settlement that was reached with the Official Committee of the Trust Originated Preferred Securities
(“TOPrS™) Holders and the Official Committee of Unsecured Creditors in connection with our bankruptcy reorganization in
2003, the former holders of TOPTS (issued by Old Conseco’s subsidiary trusts and eliminated in our reorganization) who did
not opt out of the bankruptcy settlement will be entitled to receive 45 percent of any proceeds from the collection of certain
D&O loans in an aggregate amount not to exceed $30 million. As of December 31, 2007, we had paid $13.7 million to the
former holders of TOPrS and we have established a liability of $10.2 million (which is included in other labilities),
representing our estimate of the additional amount which will be paid to the former holders of TOPrS pursuam to the
settlement.

62




RESULTS OF OPERATIONS:

We manage our business through the following: three primary operating segments, Bankers Life, Conseco Insurance
Group and Colonial Penn which are defined on the basis of product distribution; a fourth segment comprised of other
business in run-off; and corporate operations, which consists of holding company activities and certain noninsurance
businesses.

Please read this discussion in conjunction with the consolidated financial statements and notes included in this Form
10-K. :

The following tables and narratives summarize the operating results of our segments (dollars in millions):

2007 2006 2005
(Restated) (Restated)

Income {loss) before net realized investment gains
(losses), net of related amortization and income taxes
(a non-GAAP measure) (a): ' ; :
Bankers Life .. rerteraneneaneash e s rasesessesssessenssnsanesronsnreresnnininnns . 5 241.8 $2653 . $224.9

Conseco Insurance Group BSOS T OO S U ST UTUUOUUTE SPUPURUOTRUUPRI y (6.0) . 326 2334
Colonial Penn...........cccooeveiiicrniiecnnn Lerreree et naneenas U 18.1 . 21.6 20.0
Other Business in Run-off ... (185.9) (34.5) . 90.9.
Corporate OPEralions ..........c.ovvveveseseresssresersresssssssssssserssssesssssessssnsnes (121.3) (80.7 (84.8)
(53.3) 204.3 484.4
Net realized investment gains (losses), net of related
amortization:
Bankers Life ... e (17.4) (16.3) 3.2)
Conseco Insurance Group ......coceveeiiiriieciisiiieoier et (98.8) (12.6) 34
Colonial Penm.........coovveiiiieecieie et (2) 2 .6
Other Business in Run-ofT........coooooiiioieeeeeeeee, 2.9 (8.0) .5
Corporate OPEIations .........cecoveeeeeieeeeirieeceeeeteieeeeenceeeeaeamernresnerassseens (6.2) {4) (1.4)
(119.7) (37.1) 1)
Income (loss) before income taxes:
Bankers Life ... 2244 249.0 221.7
Conseco INSUTANCE GIOUP ......ccveirerrriinn s sesasanas (104.8) 20.0 236.8
Colonial Penn........ccoocvviniininccnincnncne, e 17.9 21.8 206
Other Business in Run-off..........c..ooooinieninnieceeeeee (183.0) (42.5) 914
COTPOrate OPErALIONS ......coecueeirieieirieriene et e s te e te e teseeene (127.5) (81.1) (86.2)
[ncome (loss) before inCOME tAXES ..o s $173.0 5167.2 54843

(a) These non-GAAP measures as presented in the above table and in the following segment financial data and
discussions of segment results exclude net realized investment gains (losses), net of related amortization and before
income taxes. These are considered non-GAAP financial measures. A non-GAAP measure is a numerical measure of
a company’s performance, financial position, or cash flows that excludes or includes amounts that are normally
excluded or included in the most directly comparable measure calculated and presented in accordance with GAAP.

These non-GAAP financial measures of “income (loss) before net realized investment gains (losses), net of related
amortization, and before income taxes” differ from “income (loss) before income taxes” as presented in our
consolidated statement of operations prepared in accordance with GAAP due to the exclusion of before tax realized
investment gains (losses), net of related amortization. We measure segment performance for purposes of Financial
Accounting Standards No. 131, “Disclosures about Segments of an Enterprise and Related Information™ (“SFAS
131"}, excluding realized investment gains (losses) because we believe that this performance measure is a better
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indicator of the ongoing businesses and trends in our business. Our investment focus is on investment income to
support our liabilities for insurance products as opposed to the generation of realized investment gains (losses), and a
long-term focus is necessary to maintain profitability over the life of the business. Realized investment gains (losses)
depend on market conditions and do not necessarily relate to decisions regarding the underlying business of our
segments. However, “income (loss) before net realized investment gains {losses), net-of related amortization, and
before income taxes” does not replace “income (loss) before income taxes™ as a measure of overall profitability. We
may experience realized investment gains (losses), which will affect future earnings levels since our underlying
business is long-term in nature and we need to earn the assumed interest rates on the investments backing our
liabilities for insurance products to maintain the profitability of our business. - In addition, management uses this non-
GAAP financial measure in its budgeting process, financial analysis of segment performance and in assessing the
allocation of resources. We believe these non-GAAP financial measures enhance an investor’s understanding of our
financial performance and allows them to make more informed judgments about theCompany as a wholé. These
measures also highlight operating trends that might not otherwise be transparent. The table above reconciles the non-
GAAP measure to the corresponding GAAP measure.

General: Conseco is the top tier holding company for a group of insurance companies operating throughout the United
States that develop, market and administer supplemental health insurance, annuity; individual life insurance and other
insurance products. We distribute these products through our Bankers Life segment, which utilizes a career agency force,’
through our Censeco Insurance Group segment, which utilizes professional independent producers, and through our Colonial
Penn segment, which utilizes direct response marketing. Qur Other Business in Run-off segment consists of:: (i} long-term
care products sold in prior years through independent agents; and (ii) a very small amount of major medica} insurance. Most
of the long-term care business in run-off relates to business written by certain subsidiaries prior to their acquisitions by Old
Conseco in 1996 and 1997. . 2 : '
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Bankers Life (dollars in millions)

2007 2006 2008
{Restated) (Restated)
Premium collections: ’

ANNUIIES oo ettt en et reane e $ B85S $ 9975 $ 951.1

Supplemental health ...t 1,546.1 1,308.3 . 1,213.7

L@ oottt b et s ee e e b s emne st e e e e ere 200.0 184.2 152.1

Total cOlECHONS ooeo e -32,631.6 $2,490.0 32,3169
Average liabilities for insurance products:

Annuities:’ . co o .
Mortality based ... et - $.266.0 $ 2718 $ 263.0
Equity-indexed...........ccoo oot 787.4 500.2 3249
Deposit based ... e 4,522.2 4,4354 4,087.6

Health ....o.oooviiiiiiieeee ettt 3,569.7 3,310.2. 3,044.7

Life: ‘ _ o
INEETESE SENSILIVE...viveeivererererrecreriernre e reres s esecoseesssmsaee e sensaes 364.2 3415 320.3
Non-interest sensitive.......ccoceevveenene. e e b et e s e b et nnns 299.1 246.7 196.5

Total average liabilities for insurance
products, net of reinsurance ceded...........ccooooroiri £9,808.6 39,1058 237.0
Revenues: . . . ‘
Insurance pollcy income ......... [P ST OTOURU R PPOUPTOO e $1,780.0 $1,545.5 $1,405.7
Net investment income: ! - : Co _ ' B '
General account invested assets......... v roreret v s 578.7 - 513.37 450.6
Equity-indexed products based on the change in va]ue of options ....... ' (10.6) 12.3 (2.6)
Other special-purpose’portfolios...........coccovevicii i 4.2 - te
Fee revenue and other iNCOME ......icoiivviiniiiiieeeoinieeevnnranns et B 12.0 6.0 1.3
TOtal TEVEIMUES ..ottt e 23643 2.077.1 1.854.8
! ' . ’ . S . : )
Expenses: ‘ . . I :
Insurance policy benefits.........oooiiiiirill eeeeeeea s e 1,480.6 1,216.2 1,139.7-
Amounts added to policyholder account balances: o K .
Annuity products and interest-sensitive life - 1 o -
products other than equity-indexed: products . 180.9 173.6 163.8

- Equity-indexed products.........coeevvieivveenenecrensnninen " . 232 . .. 208 1.7

Amortization related to OPErations .............cccoevrociciic i . 264.0 '241.0 1841

Interest expense on investment bOTTOWINES .......oopvvriensnszinnns R —_— Lo 1.3

Other operating costs and EXPEIISES. covevnsini s s 173.8 160.1 1393
Total benefits and eXPENSES ........oevvvrevvreerinirnns e 2,1225 “1,81'1.8' 1.629.9

Income before net realized investment losses, ‘ .

net of related amortization and INCOME AXES ..o, 241.8 2653 2249
Net realized INVEStMENt I0SSES ... vvveeerevereeeeereeereeresesessesesrer ereerreeei (19.9) " (19.5) (4.2)
Amortization related to net reallzed investment losses..’..'.....‘ ................ 25 32 - _ 1.0
Net realized investment 1osses, : ‘ T

net of related aMOMtiZAtion .......occvevicer i (17.4) (16.3) (3.2)

Income before iNCOmMEe tAXES ..oooveeeeeeeeeeeeeeeerereeeerens et aeaene $ 2244 $ 2490 $ 2217

{continued)
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{(continued from previous page)
2007 2006 2005

(Restated) {Restated)

Health benefit ratios:
All health lines:

Insurance policy Benefits ...t rres s aesseesiens ... 81 ,298.0 $1,058.8 $1,006.7
Benefit ratio (a).......cccveeiiveeniennnns e e e 84.4% 79.9% 82.9%
Medicare supplement: :
Insurance policy benefits ........coooiiiieecec e 343303 $436.6 $466.5
Benefit Fatio (@) ..ooveee et et e e 67.2% 66.6% - 71.5%
PDP and PFFS: -
Insurance policy benefits ........ocovvveeevienieniececeeeeeieeens et $231.1 $59.6 $-
BENEfTt TALO (B)1.iviveerevrisroirissirsrssessssesesasssssassonsessrssersrssinesssinsessesseresses 85.1% 80.0% -
Long-term care: T : :
Insurance policy benefis ... $633.6 $562.6 $540.2
Benefit ratio (a).....cccceeeeevrerrererercnenas s 102.0% 94.5% 96.1%
Interest-adjusted benefit ratio ()., 70.8% 64.9% 67.6%

(a) We calculate benefit ratios by dividing the related product’s insurance policy benefits by insurance policy income.

(b} We calculate the interest-adjusted benefit ratio (a non-GAAP measure) for Bankers Life’s long-term care products by
dividing such product’s insurance-policy benefits less interest income on the accumulated assets backing the insurance
liabilities by policy income. These are considered non-GAAP financial measures. A non-GAAP measure is a
numerical measure of a company’s performance, financial position, or cash flows that excludes or includes amounts
that are normally excluded or included in the most directly comparable measure calculated and presented in
accordance with GAAP. ' ' ‘

These non-GAAP financial measures of “interest-adjusted benefit ratios” differ from “benefit ratios™ due to the
deduction of interest income on the accumulated assets backing the insurance liabilities from the product’s insurance
policy benefits used to determine the ratio. Interest income is an important factor in measuring the performance of .
health products that are expected to be inforce for a longer duration of time, are not subject to unilateral changes in
provisions (such as non-cancelable or guaranteed renewable contracts) and require the performance of various
functions and services (including insurance protection) for an extended period of time. The net cash flows from long-
term care products generally cause an accumulation of amounts in the early years of a policy (accounted for as reserve
increases) that will be paid out as benefits in later policy years {accounted for as resérve decreases). Accordingly, as
the policies age, the benefit ratio will typically increase, but the increase in benefits will be partially offset by interest
income earned on the accumulated assets. The interest-adjusted benefit ratio reflects the effects of the interest income
offset. Since interest income is an important factor in measuring the performance of this product, management
believes a benefit ratio that includes the effect of interest income is useful in analyzing product performance, We
utilize the interest-adjusted benefit ratio in measuring segment performance for purposes of SFAS 131 because we
believe that this performance measure is a better indicator of the ongoing businesses and trends in the business.
However, the “interest-adjusted bénefit ratio” does not replace the “benefit ratio” as a measure of current period
benefits to current period insurance policy income. Accordingly, management reviews both “benefit ratios” and
“interest-adjusted benefit ratios” when analyzing the financial results attributable to these products. The investment
income eamed on the accumulated assets backing Bankers Life’s long-term care reserves was $193.8 million, $175.9
million and $160.3 million in 2007, 2006 and 2005, respectively. K
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. Total premium collections were $2,631.6 million in 2007, up 5.7 percent from 2006, and $2,490.0 million in 2006, up
7.5 percent from 2005. Premium collections include $277.8 million and $76.7 million in 2007 and 2006, respectively, of
premiums collected pursuant to the quota-share agreements with Coventry described above under “Accounting for the
marketing and reinsurance agreements with Coventry”. See “Premium Collections™ for further analysis of Bankers Life’s
premium collections.

Average liabilities for insurance products, net of reinsurance ceded were $9.8 billion in 2007, up 7.7 percent from
2006, and $9.1 billion in 2006, up 11 percent from 2005. The increase in such liabilities was primarily due to increases in
annuity and health reserves resuiting from new sales of these products.

Insurance policy income is comprised of premiums earned on policies which provide mortality or morbidity coverage
and fees and other charges assessed on other policies. Insurance policy income includes $271.4 million and $74.4 million in
2007 and 2006, respectively, of premium income from the quota-share agreements with Coventry described above under
“Accounting for the marketing and reinsurance agreements w1th Coventry™.

Net investment income on general account invested assets (which excludes income on policyholder accounts)
increased by 13 percent, to $578.7 million, in 2007 and by 14 percent, to $513.3 miilion, in 2006. The average balance of
general account invested assets was $10.0 billion, $9.2 billion and $8.2 billion in 2007, 2006 and 2005, respectively. The
vield on these assets was 5.79 percent in 2007, 5.59 percent in 2006 and 5.49 percent in 2005. The increase in general
account invested assets is primarily due to sales of our annuity and health products in recent periods. The increase in yield is
primarily due to increases in portfolio duration and changes in the investment allocation.

Net investment income related to equity-indexed products based on the change in value of options represents the
change in the estimated fair value of options which are purchased in an effort to hedge certain potential benefits accruing to -
the policyholders of our equity-indexed products. Qur equity-indexed products are designed so that the investment income
spread earned on the related insurance liabilities is more than adequate to cover the cost-of the options and other costs related
to these policies. Net investment gains (losses) related to equity-indexed products were $(11.2) miilion, $12.3 million and
$(2.6) million in 2007, 2006 and 2005, respectively. Also, during 2007, we recognized income on trading securities which
are held to act as hedges for embedded derivates related to equity-indexed products. Such trading account.income was $.6
million in 2007. Such amounts are generally. offset by the corresponding charge (credit) to amounts added to policyholder
account balances for equity-indexed products based on the change in value of the indices. Such income and related charges
fluctuate based on the value of options embedded in the segment’s equity-indexed annuity policyholder account balances -
subject to this benefit and to the performance of the index to which the returns on such products are linked. ;

Net investment income on other special-purpose portfolios includes the income related to Company-owned life
insurance (“COLI") which was purchased in the fourth quarter of 2006 as an investment vehicle to fund the agent deferred
compensation plan. The COLI assets are not assets of the agent deferred compensation plan, and as a result, are accounted
for outside the plan and are recorded in the consolidated balance sheet as other invested assets. Changes in the cash surrender
value (which approximates net realizable value) of the COLI assets are recorded as net investment income and totaled $1.5
million in 2007. We also recognized a death benefit of $2.7 million under the COLI in 2007.

Fee revenue and other income increased to $12.0 million in 2007, compared to $6.0 million in 2006 and $1.1 million
in 2005. We recognized fee income of $11.0 million and $5.3 miltion in 2007 and 2006, respectively, pursuant to the
agreements described above under “Accounting for the marketing and reinsurance agreements with Coventry”.

Insurance policy benefits fluctuated as a result of the factors summarized betow for benefit ratios. Benefit ratios are
calculated by dividing the related insurance product’s insurance policy benefits by insurance policy income.

The Medicare supplement business consists of both individual and group policies. Government regulations generally
require us to attain and maintain a ratio of total benefits incurred to total premiums earned {excluding changes in policy
benefit reserves), after three years from the original issuance of the policy and over the lifetime of the policy, of not less than
65 percent on individual products and not less than 75 percent on group products, as determined in accordance with statutory
accounting principles. Since the insurance product liabilities we establish for Medicare supplement business are subject to
significant estimates, the ultimate claim liability we incur for a particular period is likely to be different than our initia)
estimate. Our insurance policy benefits reflected the release of reserve redundancies (deficiencies) from prior years of $3.7
miilion, $9.8 million and $(2.0} million in 2007, 2006 and 2003, respectively. Excluding the effects of prior year claim
reserve redundancics (deficiencies), our benefit ratios would have been 67.8 percent, 68.3 percent, and 71.4 percent in 2007,
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2006 and 2005, respectively. Such ratios are consistent with our expectatlons considering premium rate increases
lmplemented in recent penods :

The insurance policy benefits on our PDP and PFFS business result from our quota-share reinsurance agreements with
Coventry as described above under **Accounting for marketing and reinsurance agreements with Coventry”. We began
assuming the PDP business on January 1, 2006 and the PFFS business on January 1, 2007. Effective July 1, 2007, we
entered into a new PFFS quota-share reinsurance agreement to assume 50 percent of the business written by Coventry under
one largé group policy. The benefit ratio related to the PDP and PFFS business increased in 200? due to the higher ioss ratio
on the group policy (which was expected).

The net cash flows from our long-term care products generally cause an accumulation of amounts in the early years of
apolicy (accounted for as reserve increases) which will be paid out as benefits in later policy years {accounted for as reserve
decreases). Accordingly, as the policies age, the benefit ratio typically increases, but the increase in reserves is partially
offset by investment income eammed on the accumulated assets. The benefit ratio on this business has increased over the last
year, consistent with the aging of this block. In addition, the older policies have not lapsed at the rate we assumed in our
pricing. In the first quarter of 2005, we began introducing several new long-term care products to replace our previous
lower-priced products. These new products have been approved by the regulatory authorities in 49 siates and the District of
Columbia. The benefit ratio on our entire block of long-term care business in the Bankers Life segment was 102.0 percent, -
94.5 percent and 96.1 percent in 2007, 2006 and 2005, respectively. The interest-adjusted benefit ratio for long-term care
products is calculated by dividing the insurance product’s insurance policy benefits less interest income on the accumulated
assets backing the insurance liabilities by insurance policy income.” The interest-adjusted benefit ratio on this business was
70.8 percent, 64.9 percent and 67.6 percent in 2007, 2006 and 2005; respectively. Since the insurance product liabilities we
establish for long-term care business are subject to significant estimates, the ultimate claim liability we incur for a particular
period is likely to be different than our initial estimate. Our insurance policy benefits reflected reserve deficiencies from
prior years of $7.4 millioti, $.5 million and $4.3 million in 2007, 2006 and 2005, respectively. Excluding the effects of prior
year claim reserve deficiencies, our beefit ratios-would-have been 100.8 percent, 94.4 percent, and 95 3 percent’in 2007 |
2006 and 2005, respectwely We ‘experienced an increase in the number of incurred claims in 2007. |

As a result of higher persistency in our long-term care block in the Bankers Life segment than assumed in the eriginal
pricing, our premium rates were too low. Accordingly, we began a program in 2006 to seck approval from regulatory
authorities for rate increases on approximately 65 percent of this block. As an alternative to the rate increase, policyholders
were offered the option: (i) to reduce their benefits to maintain their previous premium rates; or (ii) to choose a nonforfeiture
benefit equal to the sum of accumulated premiums paid less claims received. ‘We have received all expected regulatory
approvals and have implemented these rate increases, In addition, another round-of increases was filed during the second and
third quarters of 2007 on newer long-term care, home health care, and short-term care policies not included in the first round
of rate increases. The policies in this round represent approximately 25 percerit of the inforce block. As of December 31,
2007, all such filings had been submitted for regulatory approval, and approximately 38 percent of the rate increases had been
approved by regulators and implemented. Remammg approvals and 1mplementanons are expected to occur over the next
nine months.

During the fourth quarter of 2007, we recognized additional insurance policy benefits of $6.7 million to reflect
changes in our estimates of future surrender and premium persistency rates on our universal life insurance block of business.

Amounts added to policyholder account balances for annuity products and interest-sensitive life products were
$180.8 millicn, $173.6 million and $163.8 million in 2007, 2006 and 2005, respectively. The increases were primarily due to
increases in annuity reserves (resulting from higher sales of these products). The weighted average credltmg rates for these
products were 3.7 percent, 3.6 percent and 3.7 percent in 2007, 2006 and 2005, respectwely

Amounts added to equity-indexed products based on change in value of the indices ﬂuctuated with the correspondmg
related investment income accounts descrlbed above : :

.

Amortization related to operations includes amortization of the value of policies inforce at the Effective Date and the .
cost of policies produced (collectively referred to as “amortization of insurance acquisition costs”), Tnsurance acquisition
costs are generally amortized either: (i) in relation to the estimated gross profits for universal-life and investment-type
products; or (ii) in relation to actual and expected premium revenue for other products. In addition, for universal life and
investment-type products, we are required to adjust the total amortization recorded to date through the statement of '
operations if actual experience or other evidence suggests that earlier estimates of future gross profits should be revised.
Accordingly, amortization for universal life and investment-type products is depenident on the profits realized during the
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period and on our expectation of future profits. For other products, we amortize insurance acquisition costs in.relation to
actual and expected premium revenue, and amortization is only adjusted if expected premium revenue changes or if we
determine the balance of these costs is not recoverable from future profits. Bankers Life’s amortization expense was $264.0
million, $241.0 million and $184.1 million in 2007, 2006 and 2005, respectively. During the first half of 2007 and 2006, we
experienced higher lapses than we anticipated on our Medicare supplement products. These lapses reduced our estimates of
future expécted premium-income and, accordingly, we recognized additional amortization expense of $25.4 million in the’
first half of 2007 and $7.9 million in the first half of 2006 We believe such increases were partially related to competltlon
from Medicare Advantage products.

Other operating costs and expenses in our Bankers Life segment were $173.8 million in 2007, up 8.6 percent from
2006 and were $160.1 million in 2006, up 15 petcent from 2005, The increase in expenses'in 2007 and 2006 reflects the
expenses we incurred related to the marketing and quota—share agreements with Coventry. Other operatmg costs and
eXpenses include the followmg {dollars in rmlhons)
2007 2006 ° 2005

(Restated) {Restated)

Expenses related to the marketing and quota-share

$152 . $ -

agreements with Coventry .
Commiission expense............. LSRR OO O PO T VPO TSR TS UTTUTUPYPORPTRUPTRN . 20.7 18.9
Other operating expenses............... s _128. - 1242 120.4
TOtAl oo e, $173.8 $160.1 $139.3

Net realized investment losses fluctuated each period. During 2007, net realized investment losses in this segment
included $4.6 million of net losses from the sales of investments (primarily fixed maturities), and $15.3 million of
writedowns of investments resulting from declines in fair values that we concluded were other than temporary. During 2006,
net realized investment losses in this segment included $15.1 million of net losses from the sales of investments (primarily
fixed maturities), and $4.4 million of writedowns of investments resulting from declines in fair valies that we concluded
were other than temporary. During 2005, net realized investrhent losses in this segment included $1.5 million of net losses
from the sales of investments (primarily. fixed maturities), and $2.7 million of writedowns of investments resulting from
declines in fair values that we concluded were other than temporary.

Amortization related to net realized investment z’osses is the increase or decrease in the amortization of insurance
acquisition costs which results from realized investment gains or losses. When we sell securities which back our universal
life and investment-type products at a gain (loss) and reinvest the proceeds at a different yield, we increase (reduc&.) the
amortization of insurance acquisition costs in order to refleét the change in.estimated gross profits due to the gams (losses)
realized and the resulting effect on estimated future yields. Sales of fixed maturity investments resulted in a decrease in the
amortization of insurance acquisition costs of $2.5 million, $3.2 million and $1.0 million i in 2007 ,2006 and 2005,
respectwely . . :
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Conseco Insurance Group (dollars in millions)

2007 2006 2005
(Restated) {Restated)
Premium collections: <
ARNDUITIES ..o e e e ettt es st bt seeny $ 3686 $ 4333 $ 1617
Supplemental health ... 594.4 -611.6 . 661.5,
LI e s et rt e ———————————— 287.3 314.6 335.0
TOtal COHECHIONS ...ttt e 51,2503 $13595 $1,1582
Average liabilities for insurance products:
Annuities: : . . .
Mortality Dased ... $ 2303 $ 2412 $ 269.8
EQUIty-INdexed ...ttt 1,4353 1,376.4 1,349.0
Deposit Based....c.oiviivreiiiicreiiiicri ittt e 2,337.7 3,150.8 34724
Separate accounts and investment trust liabilities ...........ccceceve e 28.4 29.3 30.6
HEAIH .ottt 24572 2,424.7 2,407.0
Life:
IEETEST SEISITIVE 1evvuvireeiseteteeee et eceeee e e e ee et ee e e e e eeeeseemeeeeeeaneeeeaaeneeeeeanes 3,044.9 3,061.2 3,1249
NOD-INETeSt SENSTLIVE L..ooviirieiiiieieie e e ereas 1.380.2 - 1.416.8 1,431.0
Total average liabilities for insurance products, _
net of reinsurance ceded ... 3109140 $11,700.4 $12,084.7
Revenues:
Insurance policy iRCOME ... cccareeeeee. $ 9494 $ 99438 $ 1,064.0
Net investment income:
General account invested 85Set5........c.co.overveeeeiner i 700.5 699.6 © 718.6
Equity-indexed products based on the change in value of options........ (1.3} 26.0 (16.3)
Trading account income related to policyholder and . .
. TEINSUTET ACCOUMES ...uovueerisiscsnsiist st nssss bbb ss s ssdos st 1.4 6.9 (3.3).
Change in value of embedded derivatives related to
modified coinsurance agreements .......c.ococveereininieiseiiernessenseenennns ‘ 1.4 8 3.0
Other trading accounts........c.evveccicniens e et - (12.8) - -
Fee revenue and other inCOmME........ccocviiiieiininicccee e .6 1.0 1.9
TOtA] TEVEMUES ...ovvieeeeeece et ees ettt e 1,636.2 1,729.1 1,.767.9
Expenses: . - .
Insurance policy benefits........oo v 779.8 769.4 831.8
Amounts added to policyholder account balances:
Annuity products and interest-sensitive life products ’
other than equity-indexed products.....o..ccocooviiinnnininniieee e, © 2174 2519 254.5
Equity-indexed products.........coccoerieiiiiieniereeecicieienie e 60.7 ' 55.8 12.6
Amortization related to OPErations.........ccoevvievereierrererr e e 177.5 174.5 158.6
Interest expense on investment BOITOWINES ...oooovvieieieeeiicerce e, 17.6 .8 4.9
Costs related to a litigation settlement ....c....c.oocooiiieomieeiccceeeceeee 32.2 165.8 9.2
Loss related to an annuity coinsurance transaction .......cc.oocvceeieeeeeeeennne. 76.5 - -
Other operating costs and eXPenses. .....c.oooeeeerierenere e e 283.5 278.3 262.9
Total benefits and exXPenses.......oeveveeieniiniienien e 1,645.2 1.696.5 1.534.5
Income (Joss) before net realized investment gains (losses),
net of related amortization and INCOME tAXES .....ccovvveevererveninereieneceesrarens (6.0) 32.6 2334
Net realized investment gains (lOSSES).....cooovecivieveevieveee e (132.0) (19.5) 1.6
Amortization related to net realized investment
(ZAINS) JOSSES ...ttt e 33.2 6.9 1.8
Net realized investment gains (losses),
net of related amortization............ccocovveeeii e, (98.8) (12.6) 34
Income (loss) before INCOME LAXES .....c.covvvevereriererireee et eeneneens 3 _(104.8) $ 200 5 2368
(continued)
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{(continued from previous page)

2007 2006 2005
(Restated) (Restated)
Health benefit ratios:
All health lines: ‘
" Insurance policy benefits .........oovveuueerercincie erteranter et nes $443.3 $445.2 $476.3
Benefit ratio (@)........occoriiieenisine e 74.0% 71.2% 70.8%
Medicare supplemeﬁt: . ‘
Insurance polcy BENETIS .........ccvvvi e ererrssereisiseesre e ereeresreees $156.4 $158.9 $178.5
Benefit ratio (a)...ceccvcreicii s [R— 67.6% 61.9% 59.4%
Specifi ed disease: .
[NSUFANCE POICY DENETILS veveorrevreverreeeseeseseee oo eeeseee e eseeane $279.4 $277.1 $287.9
Benefit ratio (a) 77.8% T1.4% 80.2%
Inlerest—ad_]usted benefi t ratio (b) 44.7% 45.4% 49.1%
Other: o , a ]
Insurance policy benefits .........co.oovvrverververveeeereceeeerreee e, $8.0 $9.2 39.9
Benefit TAtio () ... e ceeee et 84.7% 84.2% 75.9%

(a) We calculate benefit ratios by dividing the related product’s insurance policy benefits by insurance policy income,

(b) We calculate the interest-adjusted benefit ratio (a non-GAAP measure) for Conseco Insurance Group’s specified
disease products by dividing such product’s insurance policy benefits less interest income on the accumulated assets
backing the insurance liabilities by policy income.” These are considered non-GAAP financial measures. A non-
GAAP measure is a numerical measure of a company’s performance, financial position, or cash flows that excludes or
includes amounts that are normally excluded or included in the most directly comparable measure calculated and
presented in accordance with GAAP

These non-GAAP financial measures of “mterest-adjusted benefit fatios™ differ from “benefit ratios” due to the
deduction of interést income on the accumulated assets backing the insurance liabilities from the product’s insurance
policy benefits used to determine the ratio. Interest income is an important factor in measuring the performance of
health products that are expected to be inforce for a longer duration of time, are not subject to unilateral changes in
provisions (such as non-cancelable or guaranteed renewable contracts) and require the performance of various
functions and services (including insurance protection) for an extended period of time. In addition, interest income is
an important factor in measuring the performance of this product, since appioximately three-fourths of these policies
have return of premium or cash value riders. The net cash flows from specified disease products generally cause an
accumulation of amounts in the early years of a pollcy (accounted for as Teserve increases) that will be paid out as

" benefits in later policy years (accounted ‘for as reserve decreases). Accordingly, as the policies age, the benefit ratio
will typically increase, but the increase in benefits will be partially offset by interest income earned on the
accumulated assets. The interest-adjusted benefit ratio reflects the effects of the interest income offset. Since interest
income is an important factor in measurmg the performance of this product, management believes a benefit ratio that
includes the effect of interest income is useful in analyzing product performance. We utilize the interest-adjusted
benefit ratio in measuring segment performance for purposes of SFAS 131 because we believe that this performance
measure is a better indicator of the ongoing businesses and trends in the business. However, the “interest-adjusted
benefit ratio” does not replace the “benefit ratio” as a measure of current peri()d benefits to current period insurance
policy income. “Accordingly, management reviews both “benefit ratios™ and “interest-adjusted benefit ratios” when
analyzing the financial results attributable to these products The investment income earned on the accumulatéd assets
backing the specified disease reserves was $118.9 million, $114. 7 million and $111.7 million in 2007, 2006 and 2005,
respectively.

k. i

Annuity coinsurance agreement. On October 12, 2007, we completed a transaction to coinsure 100 percent of most
of the older inforce equity-indexed annuity and fixed annuity business of three of our subsidiaries with REALIC. We
recognized a $76.5 million loss before income taxes on the transaction. Pursudnt to the terms of the agreement, the purchase
price was based on the January 1, 2007, value of the business ceded. Durmg 2007, we also recognized impairment charges
(net of amortization of insurance mtanglbles) of $40.6 million as a result of our intent not to hold investments for a period of
timé sufficient to allow for any anticipated recovery as a result of the assets to be transferred upon the expected completion of
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the coinsurance transaction. In addition to the 2007 effect of the coinsurance agreement, our 2008 results will be affected
since the revenue and expense in this block will no longer be recorded in our consolidated statement of operations. During
the first nine months of 2007, the following revenues and expenses were recognized on this block: net investment income of
$120 million, insurance policy benefits of $85 million; and amortization expense of $25 million.

Total premium collections were $1,250.3 million in 2007, down 8.0 percent from 2006, and $1,359.5 million in 2006,
up 17 percent from 2005. The decrease in 2007 collected premiums was primarily due to lower annuity sales as we changed
the pricing of specific products and we no longer emphasized the sale of certain products. Premium collections in 2006
increased primarily due to higher premium collections from our equity-indexed products, partially offsei by lower premium
collections from Medicare supplement and life insurance products. See “Premium Collections” for further analysis of
fluctuations in premiums collected by product.

Average liabilities for insurance products, net of reinsurance ceded were $10.9 billion in 2007, down 6.7 percent
from 2006, and $11.7 billion in 2006, down 3.2 percent from 2005. The decreases in such liabilities were primarily due to a
coinsurance transaction completed in the third quarter of 2007 and policyholder redemptions and lapses exceeding new sales.

Insurance policy income is comprised of premiums earned on traditional insurance pollc1es which provide mortality
or morbidity coverage and fees and other charges assessed on other policies. The decrease in insurance policy income is
partially due to lower premiums from our life insurance block. The lapses of these policies are exceeding new sales. In
addition, we experienced higher lapses than sales from Medlcare supplement products in 2007. See “Premium Collections™
for further analysis.

Net investment income on general account invested assets (which excludes income on policyholder and reinsurer
accounts) increased by .1 percent, to $700.5 mitlion, in 2007 and décreased by 2.6 percent, to $699.6 million, in 2006, The
average balance of general account invested assets decreased by 3.3 percent in 2007, to $11.8 billion, and by 3.1 percent in
2006, to $12.2 biltion. The average yield on these assets was 5.92 percent in 2007, 5.74 percent in 2006 and 5.71 percent in
2005. The increase in yield is primarily due to an increase in portfolio duration and changes in investment allocation. The
yield was also impacted by income related to prepayments of securities (including prepayment penalties on mortgages, call
premiums on fixed maturities and acceleration of discount amortization, net of premium amortization) of $6.8 million, $8.2
million and $22.8 million in 2007, 2006 and 2005, respectively. This additional investment income was partially offset by
approximately $1.1 million, $4.0 million and $9.4 million of additional amortization e¢xpense in 2007, 2006 and 2005,
respecttvely, to reﬂect the higher resulting gmss profits for umversal life and mvestment -type products.

Net investment income related to eqmg:-mdexed products based on the change in value of options represents the
change in the estimated fair value of options which are purchased in an effort to hedge certain potential benefits accruing to
the policyholders of our equity-indexed products. Our equity-indexed products are designed so that the investment income
spread earned on the related insurance liabilities is more than adequate to cover the cost of the options and other costs related
to these policies. Net investment gains (losses) related to equity-indexed products were $2.7 million, $28.1 million and
$(12.0) million in 2007, 2006 and 2005, respectwely Such amounts also include income on trading securities which are
designed to act 'as hedges for.embedded derwatwes related to equity-indexed products. Such trading account income (loss}
were $(4.0) million, $(2.1) million and $(4 3) million in 2007, 2006 and 2003, respectwely Such amounts were parttally
offset by the corresponding chargc (credit) to amounts added to poluyholder account balances for equity-indexed products.

Such income and related charges fluctuate based on the value of options embedded in the segment’s equity-indexed annuity
policyholder account balances subject to this beneﬁt and to the perfon‘nance of the indices to which the returns on such
products are linked. ,

Trading account income related to policyholder and reinsurer accounrs represents the income on trading securities
which are held to act ds hedges for embedded derivatives’ related to certain modified coinsurance agreements. In addition,
such income includes the income on investments backmg the market strategtes of certain annuity products which prov1de for
different rates of cash value growth based on the experience of a particular market strategy. The income on our trading
account securities is designed to substantiatly offset: (i) the change in value of embedded derivatives related to modified
coinsurance agreements described below; and (i) certain amounts included in insurance policy benefits related to the
aforementioned annuity products,

Change in value of embedded derivatives related to modified coinsurance agreements is described in the note to our
consolidated financial statements entitled “Summary of Significant Accounting Policies - Accounting for Derivatives.” We
have transferred the specific block of investments related to these agreements to our trading securities account, which we )
carry at estimated fair value with changes in such value recognized as trading account income.” The change in the value of the
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embedded derivatives has largely been offset by the change in value of the trading securities.

Net investment income on other trading accounts includes: (i) the change in the fair value of a trading securities
portfolio; and (ii) the change in fair value of interest rate swaps. The trading securities were carried at estimated fair value
with changes in such value recognized as trading income. The change in the value of the interest rate swaps was recognized
in trading income. Prior to December 31, 2007, these fixed rate securities were sold and the assocnated interest rate swaps
were terminated. '

Insurance policy benefits were affected by a number of items as summarized below.

Insurance margins (insurance policy income less insurance policy benefits) related to life products were $(.2) million,
$28.9 million and $37.7 million in 2007, 2006 and 2005, respectively. Such declines were primarily due to increased death
claims.

Insurance policy benefits also fluctuated as a result of the factors summarized below for benefit ratios. Benefit ratios
are calculated by dividing the related insurance product’s insurance policy benefits by insurance policy income.

In 2006 and 2005, the benefit ratios on Conseco Insurance Group's Medicare supplement products were impacted by
an increase in policyholder lapses following our premium rate increase actions and competition from companies offering
Medicare Advantage products. We establish active life reserves for these policies, which are in addition to amounts required

for incurred claims. When policies lapse, active life reserves for such lapsed policies-are released, resulting in decreased

insurance policy benefits (although such decrease is substantially offset by additional amortization expense). In addition, the
insurance product liabilities we establish for our Medicare supplement business are subject to significant estimates and the
ultimate claim liability we incur for a particular period is likely to be different than our initial estimate. Our insurance policy
benefits reflected claim reserve redundancies from prior years of $1.0 million, $5.4 million and $6.5 million in 2007, 2006
and 2005, respectively. Excluding the effects of prier year claim reserve redundancies, our benefit ratios for the Medicare
supplement block would have been 68.0 percent, 64.1 percent and 61.5 percent in 2007, 2006 and 2005, respectively.
Governmental regulations generally require us to attain and maintain a ratio of total benefits incurred to total premiums
eamned {excluding changes in policy benefit reserves), afier three years from the original issuance of the policy and over the |
lifetime of the policy, of not less than 65 percent on these products, as determined in accordance with statutory accounting
principles. Insurance margins (insurance policy income. less insurance policy benefits) on these products were $74.9 million,
$£97.6 million and $122.2 million in 2007, 2006 and 2005, respectwely Such decreases are primarily due to a hlgher benefit
ratio and a smaller inforce block of busmess

- Conseco lnsurance Group’s specified disease products generally provide fixed or limited benefits. For example,
payments under cancer insurance policies are generally made directly to, or at the direction of, the policyholder following
diagnosis of, or treatment for, a covered type of cancer. Approximately three-fourths of our specified disease policies inforce
(based on policy count) are sold with return of premium or cash value riders. The return of premium rider generally provides
that after a policy has been inforce for a specified number of years or upon the policyholder reaching a specified age, we will
pay to the policyholder, or a beneficiary under the policy, the aggregate amount of all premiums paid under the policy,
without interest, less the aggregate amount of all claims incurred under the policy. The cash value rider is similar to the
return of premium rider, but also provides for payment of a graded portion of the return of premium benefit if the poticy
terminates before the return of premium benefit is earned. Accordingly, the net cash flows from these products generally
result in the accumulation of amounts in the early years of a policy (accounted for as reserve increases) which will be paid
out as benefits in later policy years (accounted for as reserve decreases). ‘As the policies age, the benefit ratio will typically
increase, but the increase in benefits will be partially offset by investment income eamed on the accumulated assets.

The benefit ratio will fluctuate depending on the claim experience during the year. Insurance margins (insurance
policy income less insurance policy benefits) on these products were $79.7 million, $80.8 million and $71.1 million in 2007,
2006 and 2003, respectively.

The benefit ratios on Conseco Insurance Group’s other products are subject to fluctuations due to the smaller size of .
these blocks of business. We no longer actively market these products

During the fourth quarter of 2007, we recognized additional insurance policy benefits of $2.0 million to increase our
insurance product liabitities. This increase primarily affects our best estimate of the costs associated with enhancing certain
benefits related to a block of excess interest whole life policies in response to various issues in how the policies had been
administered. We recognized additional insurance policy benefits of $8.0 mitlion during the fourth quarter of 2006 based on
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our prior estimate of the enhanced benefits associated with these same policies and administrative issues. The policies
affected by the adjustments described above were issued through a subsidiary prior to its acquisition by Conseco in 1997,

Amounts added to policyholder account balances for annuity products and interest-sensitive life products were
$217.4 million, $251.9 miltion and $254.5 million in 2007, 2006 and 2005, respectively. The fluctuations are primarily due
to a smaller block of annuity business inforce due to: (i) lapses exceeding new sales in recent periods; and (ii) the completion
of an annuity coinsurance transaction in the third quarter of 2007 as further discussed in the note to the consolidated financial
statements entitled “Summary of Significant Accounting Policies — Reinsurance™. The weighted average crediting rates for
these products were 4.1 percent, 4.1 percent and 4.0 percent in 2007, 2006 and 2005, respectively.

Amounts added to equity-indexed products generally fluctuate with the corresponding related investment income
accounts described above. In addition, in 2006, we reduced such amounts by $8.5 million to reflect a change in the
assumptions for the cost of options underlying our equity-indexed products as described below under amortization related to
operations. Such decreases were partially offset by a $4.7 million increase in amortization of insurance acquisition costs
related to the assumption changes. ’

Amortization related to operations includes amortization of insurance acquisition costs. Insurance acquisition costs
are generally amortized either: (i} in relation to the estimated gross profits for universal life and investment-type products; or
(ii) in relation to actual and expected premium revenue for other products. In addition, for universal life and investment-type
products, we are required to adjust the total amortization recorded to date through the statement of operations if actual
experience or other evidence suggests that earlier estimates of future gross profits should be revised. Accordingly,
amortization for universal life and investment-type products is dependent on the profits realized during the period and on our
expectation of future profits. For other products, we amortize insurance acquisition costs in relation to'actual and expected
premium revenue, and amortization is only adjusted if expected premium revenue changes or if we determine the balance of
these costs is not recoverable from future profits. Lapse rates on our Medicare supplement products have impacted our
estimates of future expected premium income and, accordingly, we recognized increased (decreased) amortization expense of
$(3.9) million and $7.1 miltion in-2007 and 2006, respectively. The assumptions we use to estimate our, future gross profits
and premiums involve significant judgment. A revision to our current assumptions could result in increases or decreases to
amortization expense in future periods.

During 2007, we were required to accelerate the amortization of insurance acquisition costs related to our universal
life products because the prior balance was not recoverable by the value of future estimated gross profits on this block. This
additional amortization was necessary so that our insurance acquisition costs would not exceed the value of future estimated
gross profits and is expected to continue to be recognized in subsequent periods. Because our insurance acquisition costs are
now equal to the value of future estimated gross profits, this block is expected to generate break-even earnings in the future.
We continue to hold insurance acquisition costs of approximately $140 million related to these products, which we
determined are recoverable by the value of estimated gross profits. In addition, results for this block are expected to exhibit
increased volatility in the future, because the entire difference between our assumptions and actual experience is expected to
be reflected in earnings in the period such differences occur.

During the fourth quarter of 2007, we recognized additional amortization expense of $14.8 million to reflect changes
in our estimates of future mortality rates on our universal life business, net of planned increases to associated policyholder
charges. :

During the fourth quarter of 2006, we recognized additional amortization expense of $7.8 million to reflect a change in
an actuarial assumption related to a block of interest-sensitive life insurance policies based on a change in management’s
intent on the administration of such policies. The policies affected by the adjustments described above were issued through a
subsidiary prior to its acquisition by Conseco in 1996,

During the first quarter of 2006, we made certain adjustments to our assumptions of expected future profits for the
annuity and universal life blocks of business in this segment related to investment returns, lapse rates, the cost of options
underlying our equity-indexed products and other refinements. We recognized additional amortization expense of $12.4
million in the first quarter of 2006 due to these changes. This increase to amortization expense was offset by a reduction to
insurance policy benefit expense of $11.5 million, to reflect the effect of the changes in these assumptions on the calculation
of certain insurance liabilities, such as the liability to purchase future options underlying our equity-indexed products. Also,
during the second quarter of 2006, we changed our estimates of the future gross profits of certain universal life products,
which under certain circumstances are eligible for interest bonuses in addition to the declared base rate. These interest
bonuses are not required in the current crediting rate environment and our estimates of future gross profits have been changed
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to reflect the discontinuance of the bonus. We reduced amortization expense by $4.0 million during the second quarter of
2006 asa result of this change Coe . . '

Interest expense on investment borrewings includes $16.7 million of interest expehse on collateralized borrowings in
2007 as further described in the note to the consolidated financial statements entitled “Summary of Sigmficant Accountmg
Policies - Investment Borrowings and Interest Rate Swaps™. .

Costs related to a litigation settlement include legal fees and estimated amounts related to a settlement in the class
action case referred to as In Re Conseco Life Insurance Company Cost of Insurance Lirigation. The costs related to the
litigation settlement recognized in 2007 represent changes to our initial estimates based on the ultimate cost of the.settlement,
including the effect of the sale of shares of our common stock distributed for the benefit of the plaintiffs pursuant to the.
bankruptcy plan of our Predecessor at lower market prices than previously reflected. For further information related to this
case, refer to the caption entitied “Cost of Insurance Litigation™ included in the note to our consolidated financial statements
entitled “Commitments and Contingencies”. A portion of the legal and other costs related to this litigation were incurred by
the Corporate Qperations segment to defend the non-insurance company allegations made in such lawsuits.

Loss related to an annuity coinsurance transaction resulted from the completion of a transaction to coinsure 100
percent of most of the older inforce equity-indexed annuity and fixed annuity business of three of our insurance subsidiaries
with REALIC, a subsidiary of Swiss Re Life & Health America, Inc. Refer to the note to the consolidated financial
statements entitled “Summary of Significant Accountmg s Policies — Reinsurance”™ for further information about the
transaction,

Other operating costs and expenses were $283.5 million, $278.3 million and $262.9 million in 2007, 2006 and 2005,
' respectively. Other operating costs and expenses include commissions and other operating expenses. During 2007, the
Company recognized expenses of $7.3 million related to the decision to abandon certain software that will not be used
consistent with our current business plan and $3.7 million of costs related to other operational initiatives and consolidation
activities. Other operating costs and expenses include the follow (doltars in millions):

2007 2006 005

COMMISSION EXPENSES ..ccveveviieiinierrenerne s srsnssasas $ 793 $ 87.1 $ 942

Other Operating EXPenSe.....cuvereeeecererercerorsmnmrsesesessessesesrenes 204.2 co 1912 " 185.1

Expense recoveries related to bankruptcy........oooeiinisvens - - : {7.6) -

Amounts related to postretirement plan ........................ - - {3.8)

3283.5 3 52629

Net realized investment gains (losses) fluctuate each period. During 2007, net realized investment losses in this

segment included: (i) $44.1 million from the sales of investments (primarily fixed maturities); (ii) $14.2 million of

writedowns of investments resulting from declines in fair values that we concluded were other than temporary; and (jii) $73.7
million of writedowns of investments (which were subsequently transferred pursuant to a coinsurance agreement as further
discussed in the note to the consolidated financial statements entitled “Summary of Significant Accounting Policies —
Reinsurance™) as a result of our intent not to hold such investments for a period of time sufficient to allow for any anticipated
recovery in value. The net investment losses realized on sales of investments in 2007 were primarily recognized on securities
collateralized by sub prime residential mortgage loans. We decided to sell these securities given our concerns regatding the
effect future adverse developments could have on the future value of these securities. For further information on our sub
prime holdings, refer to the caption entitled “Structured Securities Collateralized by Sub Prime Residential Mortgage Loans”
in the “Investments” section of Management’s Discussion and Analysis of Financial Condition and Results of Operations.
During 2006, net realized investment losses included $10.5 million of net losses from the sales of investments (primarily
fixed maturities), and $9.0 million of writedowns of investments resulting from declines in fair values that we concluded
were other than temporary. During 2003, net realized investment gains included $6.0 million of net gains from the sales of
investments (primarily fixed maturities), net of $4.4 million of writedowns of investments resulting from declines in fair
values that we concluded were other than temporary.

Amortization related to net realized investment gains (losses) is the increase or decrease in the amortization of
insurance acquisition costs which results from realized investment gains or losses. When we sell securities which back our
universal life and investment-type products at a gain (loss) and reinvest the proceeds at a different yield, (or when we no
longer have the intent to hold impaired investments for a period of time sufficient to allow for any anticipated recovery), we
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increase (reduce) the amortization of insurance acquisition costs in order. to reflect the change in estimated gross profits due -
to the gains (losses) realized and the resulting effect on estimated future yields. Sales of fixed maturity investments resulted
in a decrease in the amortization of insurance acquisition costs of $33 2 million, $6.9 rmlllon and $1.8 million in 2007, 2006
and 2005, respectively.. - : . ro- v

Colomal Penn (doﬂam m millions) - - . o
; R o , - . 2007 . 2006 .. - 2005 -
Premium collections: . . : ;
LB st fe e e er st et ettt enenns $113.7 <3972 $85.1
Supplemenlal health ................................................................................... 10.4 +12.0 13.8.,
Total collect:ons ..................................................................................... - 1244 $1092 - - §$989
Average liabtlities for insurance products: -

Annuities; . . L oo ! .
MOHANLY BASEA .evovniviiereieecieeeeeeeeeee e evs s dereen $853 ., $ 869 ., - $895
Deposit Based........t et e ‘ 4.2. bt 39k, 42

Health ... ettt et b b 229 256 .- . 29.0

Life: -
INLETEst SEMSIIVE. oottt 25.9 27.6 290
Non-interest Sensitive.......o e eriiviiininieinisnerns PRI e - 5589 . . 5536 .. 555.7

Total average liabilities for insurance - . . ‘ - -
products, net of reinsurance ceded...............occcooveiiieans o $697.2 3697.6 57074 .
Revenues: ' .

[nsurance Policy IMCOME ....c.ocoieuii e se e e s e reenens $125.8 $1i2.1 $101.3

Net investment income: ' ‘ ) :

General account invested aSSe8 ... 378 38.2- . 38.2
Trading account income related to reinsurer ACCOUNIS.....ccoooeeeeeenrrrrannns (2) -(4.3) - . (6.1)
Change in value of embedded derivatives related . R

to modified COINSUTANCE AZTEEMENTS . ....cviiiiiireere e eeee e e srsesesseas 2 .43 6.1

Fee revenue and 0ther INCOME. .....ccovvviiiiciiiiie et g .6 i
TOLA] TEVEIIIES ..o ceeeieeeeeecececesere s ts v esb e srsrressase s et enseameessenerrnaneene 164.3 150.9 140.2

Expenses: - . . ' L ) ’ ' d g

Insurance policy benetits. ..o 101.0 . 951 881 .

Amounts added to annuity and interest-sensitive life product . . T - '
AccoUnt balances ......c..coeeieeiee e e 1.2 . .13 T

Amortization related 10 OPETAUONS ....cc.vvevevecicie e e e 203 173 - : 151

Interest expense on iNVeStMENT BOTTOWINES .....ococvevirureeesieree e - - , -4

Other operating costs and expenses................... SOVRNE DRV, SRS e 237 - 5.6 - . 1 150
Total benefits and expenses ............... et hreere s et ee e et et anen 4 2 1462 1293 1202 -

Income before net realized investment gains (losses) and . L
INCOIME LAXES...vis it foeireeeeemteererrrrssrarseresaserserrsrresesres VPPN e . 18.1 v 21.6 20.0
Net realized investrnent gains (10SS€8).....c.ooovvii i e vemnse s {2) Ve 2. ¢ .6 .
Income before INCOME LAXES vvvvveeiieeee e ecever e eetae s e e e eaees $179 $§218 §£206

Reinsurance recapture: In the fourth quarter of 2007, we.completed the recapture of a-block.of traditional life
insurance inforce that had been ceded under a-coinsurance agreement with REALIC. The recapture of this block-resulted in a
$2.8 million gain accounted for as a reduction to insurance policy benefits. During 2008 we cxpcct to recogmze net.income
before tax of approximately $6.0 million on the business recaptured. :
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Total premium collections increased by 14 percent, to $124.1 million, in 2007 and by 10 percent, to $109.2 million in
2006. See “Premium Collections” for further analysis of Colonial Penn’s premium collections.

Average liabilities for insurance products, net of reinsurance ceded, did not fluctuate significantly during the three
years ended December 31, 2007.

Insurance policy income is comprised of premiums earned on policies which provide mortality or morbidity coverage
and fees and other charges assessed on other policies. See “Premium Collections™ for further analysis. -

Net investment income on general account invested assets (which excludes income on policyholder and reinsurer
accounts) did not fluctuate significantly during the three years ended December 31, 2007. The decrease in average invested
assets was offset by higher investment yields. The average balance of general account invested assets was $660.6 million in
2007, $688.5 million in 2006 and $726.9 million in 2005. The average yield on these assets was 5.72 percent in 2007, 5.55
percent in 2006 and 5.26 percent in 2005. et

Trading account income related to reinsurer accounts represents the income on trading securities, which are
designed to act as hedges for embedded derivatives related to certain modified coinsurance agreements. The income on our
trading account securities is designed to be substantially offset by the change in value of embedded derivatives related to
modified coinsurance agreements described below. . g v

Change in value of embedded derivatives related to modified coinsurance agreements is described:in the note to our
consolidated financial statements entitled “Summary of Significant Accounting Policies - Accounting for Derivatives.” We
have transferred the specific block of investments related to these agreements to our trading account, which we carry at
estimated fair value with changes in such value recognized as trading account income. We expect the change in the value of
the embedded derivatives to be largely offset by the change in value of the trading securities. As a result of the recapture of
the modified coinsurance agreement in the fourth quarter of 2007 (as further discussed below under insurance policy
benefits), the embedded derivative related to the agreement was eliminated. The trading account securities desngned to act as
hedges for the embedded derivative are expected to be sold in 2008. :

Insurance policy benefits fluctuated as a result of the growth in this segment in recent periods. In addition, insurance
policy benefits have been reduced by $2.8 million in 2007 as a result of completing the recapture of a block of traditional life
insurance in force that had been ceded in 2002 to REALIC. In the transaction, which had an effective-date of October 1,
2007, Colonial Penn paid REALIC a recapture fee of $63 million, Cotonial Penn recaptured 100 percent of the liability for
the future benefits previously ceded, and will recognize profits from the block as they emerge over time. Colonial Penn
already administers the policies that were recaptured. -

Amortization related 1o operations includes amortization of insurance acquisition costs. Insurance acquisition costs in
the Colonial Penn segment are amortized in relation to actual and expected premium revenue, and amortization is only
adjusted if expected premium revenue changes or if we determine the balance of these costs is not recoverable from future
profits. Such amounts were generally consistent with the related premium revenue and gross profits for such periods and the
assumptions we made when we established the value of policies inforce as of the Etfective Date. A revision to our current
assumptions could result in increases or decreases to amortization expense in future periods.

- Other operating costs and expenses in our Colonial Penn segment increased by 52 percent, to $23.7 million, in 2007
as compared to 2006 primarily due to the initial marketing costs associated with a pilot program involving the distribution of
Coventry’s PFFS plan through our direct response distribution channel.- Excluding these costs, other operating costs and
expenses were comparable in 2007, 2006 and 2005. ;

Net realized investment gains fluctuated each period. During 2007, net realized investment gains in,this segment
included $.4 miilion of net gains from the sales of investments (primarily fixed maturities), net of $.6 million of writedowns
of investments resulting from declines in fair values that we concluded were other than temporary. During 2006, net realized
investment gains in this segment included $.4 million of net gains from the sales of investments (primarily fixed maturities),
net of $.2 million of writedowns of investments resultmg from declines in fair values that we concluded were other than
temporary. During 2005, net realized investment gains in this segment included $.6 million of net gains from the sales of
investments (primarily fixed maturities). There were no writedowns in the Colenial Penn segment in 2005.
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Other Business in Run-off (dollars in millions)
T o ) 2007 2006 2005
(Restated) (Restated)

Premium coliections (all of which are renewal premiums): : : -
LONE-TETIN CATE ..ottt et en et s et sas et saa s v rneen $ 30538 $ 323.0 - $349.1

Major medical ... s 23 4.8 2.8
Total collections.............oocvveveurnne. Lereeee et rre et s e $ 3081 - 5 3278 3519
Average liabilities for insurance products: : : L .
LONEZ-EITI CATE .....viiiirirtiiniisr e b e s s bbb $3,350.2 $3,232.6 $3,2953
Major medical .............. ettt eE etk e st et e be e ae R e et ettt e e e 24.5 29.2 41.5
Total average liabilities for insurance products, '
net of reinsurance ceded ..o —— $3.3747 $3,261.8 $3,336.8
Revenues: . ' . .
Insurance policy income ..........ccoeeivienniinna e en e ettt ettt e e nenee § 3121 $ 336.6 $ 3591
Net investment income on general account ) ' ‘
INVESEEA ASSEIS 1.oovenii ettt 193.9 179.5 177.6
Fee revenue and other inCOME. .........ievevevcieeiiiie e, 4 4 5
Total FEVERUES.....ccoviirerre e, Ceeeiennens o RIS 506.4 5165 - 537.2
Expenses: I : :
insurance policy benefits...........ccecoeeee e, evererenere e v rnres 588.9 448.9 . 336.2 -
- Amortization related to OPErations ... ..o heveccieiisdorerir e e 232 18.9 24.0
Other operating costs and eXpenses.......ouovverreireereanseone rereetet ety 80.2 83.2 86.1
« Total benefits and eXpenses ........ccoovevnvenrevnreenseeencrcesnnn. TR 652.3 551.0 446.3
Income (loss) before net realized investment : -
E2Ins (1085€8) AN INCOME 1AXES 11rvvivriienerreren e e (185.9) (34.5) 90.9
Net realized investment gains (JOSSES) ...evvvvrruiverinierresseccreresrreressesssesensenes - 29 (8.0) 5
Income (loss) before iNCOME taxes .......ovevevecvvcnic e $(183.0) $ (42,9 I 914
Health benefit ratios: :
Insurance policy benefits.......cccoooereeieuicvcreiivevnssisee e ssverseenenie. 33889 $448.9 $336.2
Benefit ratio (@).......cocoeeevveeesiminens reereter et e e e e e —aaaterr e et e e e e e e rereeraen + 188.7% 133.4% - 93.6%
Interest-adjusted benefit ratio (b).........ccoocoiiiniiiiiincee e 127.5% 80.7% - 45.0%.

(a) We calculate benefit ratios by dividing the related product’s insurance policy benefits by insurance policy income.

(b) We calculate the interest-adjusted benefit ratio (a non-GAAP measure) for long-term care products by dividing such
product’s insurance policy benefits less interest income on the accumulated assets backing the insurance liabilities by
policy income. These are considered non-GAAP financial measures. A non-GAAP measure is a numerical measure
of a company’s performance, financial position, or cash flows that excludes or includes amounts that are normally
excluded or included in the most directly comparable measure calculated and presented in accordance with GAAP.

These non-GAAP financial measures of “interest-adjusted benefit ratios” differ from “benefit ratios” due to the
deduction of interest income on the accumulated assets backing the insurance liabilities from the product’s insurance
policy benefits used to determine the ratio. Interest income is an important factor in measuring the performance of
health products that are expected to be inforce for a longer duration of time, are not subject to unilateral changes in
provisions (such as non-cancelable or guaranteed renewable contracts) and require the performance of various
functions and services (including insurance protection) for an extended period of time. The net cash flows from long-
term care products generally cause an accumulation of amounts in the early years of a policy (accounted for as reserve
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increases) that will be paid out as benefits in later policy years {accounted for as reserve decreases). Accordingly, as
the policies age, the benefit ratio will typically increase, but the increase in benefits will be partially offset by interest
income earned on the accumulated assets. The interest-adjusted benefit ratio reflects the effects of the interest income
offset. Since interest income is an important factor in measuring the performance of this product, management
believes a benefit ratio that includes the effect of interest income is useful in analyzing product performance. We
utilize the interest-adjusted benefit ratio in measuring segment performance for purposes of SFAS 131 because we
believe that this performance measure is a better indicator of the ongoing businesses.and trends in the business.
However, the “interest-adjusted benefit ratio” does not replace the “benefit ratio” as a measure of current period
benefits to current period insurance policy income. Accordingly, management reviews both “benefit ratios” and
“interest-adjusted benefit ratios” when analyzing the financial results attributable to these products. The investment
income eamed on the accumulated assets backing long-term care reserves in our Other Business in Run-off segment
was $190.9 million, $177.2 mitlion and $174.5 million in 2007, 2006 and 2005, respectively.

Total premium collections were 3308.1 million in 2007, down 6.0 percent from 2006 and $327.8 million in 2006,
down 6.8 percent from 2005. -In 2003, we ceased marketing the long-term care business and major medical business in this
segment. Accordingly, collected premiums will decrease over time as policies lapse, partially offset by premium rate
increases. See “Premium Collections” for further analysis. "

Average liabilities for insurance products, net of reinsurance ceded were approximately $3.4 billion in 2007 and |
$3.3 billion in both 2006 and 2005. o , .

Insurance policy income is comprised of premiums earned on the segment’s long-term care and major medical
policies. See “Premium.Collections™ for further analysis,

Net investment income on general acconnt invested assets increased by 8.0 percent, to $193.9 million, in 2007 and by
1.1 percent, to $179.5 miliion, in 2006. The average balance of general account invested assets was $3.3 billion, $3.0 billion
and $3.0 billion in 2007, 2006 and 2005, respectively. The average yield on these assets was 5.93 percent, 5.89 percent and
5.95 percent in 2007, 2006 and 2005, respectively. The increase in yield in 2007 was primarily due to the purchase of
securities with longer durations. The yield in 2005 included income of $2.3 million related to prepayments of securities
(including prepayment penaltics on mortgages, call premiums on fixed maturities, and acceleration of discount amortization,
net of premium amortization). There was no significant prepayment income-in 2007 or 2006.

Insurance policy benefits fluctuated primarily as a result of the factors sumiarized below.

Insurance policy benefits were $588.9 million in 2007, up 31 percent from 2006 and $448.9 miltion in 2006, up 34
percent from 2005,

The benefit ratio on our Other Business in Run-off segment (including the long -term care block and the small
remaining major medical block) was 188.7 percent, 133.4 percent and 93.6 percent in 2007, 2006 and 2005, respectively.
Benefit ratios are calculated by dividing the product’s insurance policy benefits by insurance policy income. Since the
insurance product liabilities we establish for long-term care business are subject to significant estimates, the ultimate claim
liability we incur for a particular period is likely to be different than our initial estimate. Our insurance policy benefits
reflected reserve deficiencies from prior years of $130.1 million, $61.7 million and $58.0 million in 2007, 2006 and 2005,
respectively. Excluding the effects of prior year claim reserve deficiencies, our benefit ratios would have been 147.0 percent,
115.0 percent and 77.5 percent in 2007, 2006 and 20035, respectively. These ratios reflect the significantly higher level of
incurred claims experienced in 2007 and 2006 resulting in increases in reserves for future benefits as discussed below,
adverse development on claims incurred in prior periods as discussed below, and decreases in policy income. The priot
period deficiencies have resulied from the impact of paid claim experience being different than prior estimates, changes in
actuarial assumptions and refinements to claimant data used to determine claim reserves. -

The net cash flows from long-term care products generally cause an accumulation of amounts in the early years of a
policy (accounted for as reserve increases) which will be paid out as benefits in later policy years (accounted for as reserve
decreases). Accordingly, as the policies age, the benefit ratio will typically increase, but the increase in benefits will be
partially offset by investment income earned on the assets which have accumulated. The interest-adjusted benefit ratio for
long-term care products is calculated by dividing the insurance product’s insurance policy benefits less interest income on the
accumulated assets backing the insurance liabilities by insurance policy i income. The interest-adjusted benefit ratio on this
business was 127.5 percent, 80.7 percent and 45.0 percent in 2007, 2006 and 2005, respectively. Excluding the effects of
prior year claim reserve deficiencies, our interest-adjusted benefit ratios would have been 85.8 percent, 62.4 percent and 28.9
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percent in 2007, 2006 and 2005, respectively. -

This segment includes long-term care insurance inforce, which was primarily issued through independent agents by
certain subsidiaries prior to their acquisitions by Old Conseco in 1996 and 1997. The loss expetience on these products has
been worse than we originally expected. Although we anticipated a higher level of benefits to be paid on these products as
the policies aged, the paid claims have excéeded our expectations In addition, thére has been an increase in the incidence
and duration of claims in recent periods. This adverse expenence is reﬂected in the hlgher insurance policy benefits
experienced in 2007 and 2006. ’

In each quarterly period, we calculate our best estimate of claim reserves based on all of the information available to
us at that time, which necessarily takes into account néw experience emerging during the period. Our actuaries estimate these
claim reserves using various generally recognized actuarial methodologies which are based on informed estimates and
Jjudgments that are believed to be appropriate. Additionally, an external actuarial firm provides consulting services which
involve a review of the Company’s judgments and estimates for claim reserves on the long-term care block in the Other
Business in Run-off segment on a quarterly basis. As additional experience emerges and other data become available, these
estimates and judgments are reviewed and may be revised. Significant assumptions made in estimating claim reserves for
long-term care policies include expectations about the: (i) future duration of existing claims; (ii) cost of care and benefit
utilization; (iii) interest rate utilized to discount claim reserves; (iv) claims that have been incurred but not yet reported; (v)
claim status on the repérting date; (vi) claims that have been closed but are expected to reopen; and (vii) correspondence that
has been received that will ultimately become claims that have payments associated with them,

During the second quarter of 2007, we increased claim liabilities for the long-term care insurance block in our Other
Business in Run-off segment by $118 million as a result of changes in our estimates of claim reserves incurred in prior
periods. Approximately $20 million of this increase related to claims with incurrence dates in the first quarter of 2007 and
£98 million re]ated to claims with incurrence dates prior to 2007 ) :

The $118 million increase in estimates of claims mcurred in prior periods included $110 million of adjustments related
to updates to our reserve assumptions and methodologies to reflect emerging trends in our claim experience. The followmg
assumption changes pnmarlly contributed to the $110 m1|]10n adjustment

s - We increased our reserves by $37 million for changes to our assumptions regarding the future duration of existing

claims. We updated these assumptions to reflect our current expectation that policyholders w1l| receive benefits
for a longer period based on changing trends in the duration of our claims.

*  We increased our reserves by $31 million related to a block of long-term care policies originally sold by Transport
Life Insurance Company (“Transport”) and acquired by Old Conseco. We estimate claim reserves for this block
of business using an aggregate pald loss development method, which uses historical payment patterns to project
ultimate losses for all the claims in a given incurral period. We refined our loss development assumptions by
developing separate assumption tables for claimants with and without lifetime benefit periods and for claimants
with and without inflationary benefits, since this block’s recent loss experience has been extremely sensitive to the
mix of its business.” This adjustment further improves the estimate that was made during the first quarter of 2007,
which is described in further detail below. This adjustment relates to our assumption of future duration of existing
claims.

e We increased our claim reserves by $23 million to better reflect fluctuations in claim inventories related to certain
blocks of business. This increase relatés to our estimate of claim status on the reporting date.

e Weincreased our claim reserves by $17 million for our estimate of mcurred but not reporled claims, reflecting
recent experience and the impact of the other adjustments.

During the first quarter of 2007, we recorded a pre-tax adjustment that incréased policy benefits for the Transport
block by $22 miltion. We found that our previous claim estimates on this block were deﬁ(:lent because claims on policies
with lifetime benefits and inflation benefits had increased significantly in recent periods.” Sincé the policies with these
benefits will have longer average claim payout periods than similar policies without such benefits, a shift in the mix of
claimants can have a significant impact on incurred claims that is not immediately reflected using a completion factor
methodology. We improved our methodologies to address this and other shorteommgs of the aggregate loss development

methodology, which resulted in the pre-tax adjustment,
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During the fourth quarter of 2006, we increased claim liabilities for the long-term care insurance block in our-Other
Business in Run-off segment by $54.1 million as a result of changes in our estimates of claim reserves incurred in prior
periods. Approximately $24.5 million of this increase related to claims with incurrence dates in the first three quarters of
2006 and $29.6 million related to claims with incurrence dates prior to 2006.

.

The $54.1 mllhon adjustmem primarily related to two. assumpuon changes reflecting recent trends we noted in our

claims experience in the fourth quarter of 2006: . .

-(i)- Benefit utilization assumptions: Most of our long-term care policies provide for the payment of covered benefits up
10 a maximum daily benefit specified in the policy. When we estimate claim reserves for these policies, we make
an assumption regarding the percentage of the maximum daily benefit that will be paid (since not all policyholders
will incur claims at the maximum daily benefit level). We base our assumptions on studies of actual experience.
Such assumptions are periodically adjusted to reflect current trends. In the fourth quarter of 2006, wé updated our
studies of benefit utilization. Recent experience reflected a trend that we did not observe in previous studies:
policyholders are 1ncurr1ng claims closer to the maximum benef' t level, and the ratio of incurred claims to
maximum benefits is increasing faster as claims age.

Accordingly, we updated our assumptions to reflect these trends, which had the effect of increasing our claim
reserves by approximately $25 million. -
(i1) Liabilities for incurred but not reported claims: In determining the estimate of claims incurred in'a particular period,
we must make an assumption regarding the ultimate liability for claims that have been incurred but not yet reported
to us. This assumption is based on historical studies related to claims that are reported to us after the date of our

- financial statements, but were incurred prior to the date of our financial statements. For the most recent incurral

periods, we apply loss ratio adjustments to our estimates of liabilities for incurred but not reported claims in an

* effort to ensure the ratio of incurred claims to premiums (incurred loss ratio) related to these estimated unreported

claims, reflects recent trends in our experience. During 2006, we experienced a significant increase in the incurred
loss ratio for 2005 and 2006 incurral periods. We increased the aforementioned loss ratio adjustments in response to
this experience, which had the effect of increasing our claim reserves by approximately $27 million.

In 2006, we experienced.increases in our reserves for future benefits due to higher than expected persistency in this
block of business. A small variance in persistency can have a significant impact on our earnings as reserves accumulated
over the life of a policy are released when coverage terminates. The effect of changes in persistency will vary based on the
mix of business that persists. For example, if policies with higher reserves are persisting and policies with lower reserves
are lapsing, our earnings could be adversely affected. We estimate that our income before income taxes would be adversely
affected by approximately $10 million in any period that persistency is 40 basis points higher than our original assumptions
and such variance is spread evenly over the mix of business in this block. We also estimate that persistency, which is 40
basis points lower than our assumptions, would favorably affect earnings by a similar amount. If actual persistency rates
continue to be higher than our assumed rates, this will have an adverse effect on income in this segment.

We have been aggressively seeking actuarially justified rate increases and pursuing other actions on our long-term
care policies. During the third quarter of 2006, we began a new program to file requests for rate increases on various long-
term care products in the:Other Business in Run-off segment as we believe the existing rates were too low to fund expected
future benefits. These filings are expected to be the first of three rounds of rate increase filings for many of the same
policies, and in some cases we requested three years of successive raie increases. Based on recent experience, certain of the
policies in this segment will continue to be unprofitable even if we obtain the three rounds of rate increases, and it is likely
that we will request additional rate increases when the current program is complete. We have chosen to request a series of
smaller rate increases, rather than a single large increase, to limit the impact on a policyholder’s premiums in any single
vear. The effects of-the first round of rate filings have been partially realized in our premium revenue with the remaining
impact expected to be realized by the end of 2008. In the second quarter of 2007, we began filing requests for the second
round of rate increases on many of the same policies. As of December 31, 2007, almost all of the expected second round
filings had been submitted for regulatory approval, and approximately 42 percent of the expected amounts had been
approved by reguiators. The full effect of all three rounds of rate increases may not be fully realized until 2011. Itis
possible that it will take more time than we expect to prepare rate increase filings and obtain approval from the state
insurance regulators. In addition, it is likely that we will not be able 1o obtain approval for some of the actuarially justified
rate increases currently pending or for the additional rate increases we plan to file especially in light of the magnitude of
some past premium rate increases and current consumer and regulator sentiment. Most of our long-term care business is
guaranteed renewable, and, if necessary rate increases are not approved, we may be required to write off all or a portion of
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the insurance acquisition costs and establish a premium deficiency reserve. If we are unable to raise our premium rates
because we fail to obtain approval for actuarially.justified rate increases in one or more states, our financial condition and
results of operations could be adversely affected.

On April 20, 2004, the Florida Office of Insurance Regulation 1ssued an order to our subsidiary, Conseco Senior, that
affected approximately 12,600 home health care policies issued in Florida by Conseco Senior and its predecessor companies.
On July 1, 2004, the Florida Office of Insurance Regulation issued a similar order impacting approximately 4,800 home -
health care policies issued in Florida by our subsidiary, Washington National, and its predecessor companies. Pursuant to the
Orders, Conseco Senior and Washington National offered the following three alternatives to holders of these policies subject
to rate increases as follows:

» retention of their current policy with a rate increase of 50 percent in the first year and actuarially justified
increases in subsequent years (which is also the default election for policyholders who failed to make an
election by 30 days prior to the anniversary date of their policies) (“option one”);

e receiptofa replacement policy with reduced benefits and a rate lncrease in the first year of 25 percent and no
more than 15 percent in subsequent years (“option two™); or

e receipt of a paid-up policy, allowing the holder to ‘file future claims up to 100 percent of the amount of
premiums paid since the inception of the policy (“option three™).

Policyholders selecting option one or option two are entitled to receive a contingent non-forfeiture benefit if their
policy subsequently lapses. In addition, policyholders could change their initial election any time up to 30 days prior to the

- anniversary date of their policies. We began to implement premium adjustments with respeet to policyholder elections in the

fourth quarter of 2005 and the implementation of these premium adjustments was completed in 2007. We did not make any
adjustments to the insurance liabilities when these elections were made. Reserves for all three groups of policies under the
order were prospectively adjusted using the prospective revision methodology described in the “Critical Accounting Policies
— Accounting for Long-term Care Premium Rate Increases” in “Management’s Discussion and Analysis of Consolidated
Financial Condition and Results of Operations”, ‘ :

The orders also require Conseco Senior and Washington National to pursue a similar course of action with respect to
approximately 24,000 home health care policies in other states, subject to such actions being justified based on the experience
of the business and approval by the other state insurance departments. If we are unsuccessful in obtaining rate increases or
other forms of relief in those states, or if the policy changes approved by the Florida Office of Insurance Regulanon prove
inadequate, our future results of operations could be adversely aftected. : .

Amortization related to operations includes amortization of insurance acquisition costs. Fluctuations in amortization
of insurance acquisition costs in this segment generally correspond with changes in lapse experience.

QOther operating costs and expenses were $80,2 million in 2007, down 3.6 percent from 2006 and $83.2 million in
2006, down 3.4 percent from 2005. Other operating costs and expenses, excluding commission expenses, for this segment
were $48.3 million in 2007, $47.0 million in 2006 and $46.3 million in°2003.

Net realized investment gains (losses) fluctuated each period.. During 2007, net realized investment gains in this
segment included $4.2 million from the sales of investments (primarily fixed maturities), net of $1.3 million of writedowns of
investments resulting from declines in fair values that we concluded were other than temporary. During 2006, net realized
investment gains included $.8 million of net gains from the sales of investments (primarily fixed maturities), net of $8.8
miltion of writedowns of investments resulting from declines in fair values that we concluded were other than temporary.
During 2005, net realized investment gains included $6.8 million of net gains from the sales of investments (primarily fixed
maturities), net of $6.3 million of writedowns of investments resulting from declines in fair values that we concluded were
other than temporary.
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Corporate Operations (dollars in millions)

007 2006 005

Corporate operationé: ; S '
[nterest expense on cOrporate debl......cweriiciiinnfunnens $(72.3) . (529 $(48.1)

[NVESTMENL IMCOME .ot s bbb s 6.6 4.6 5.4

Fee revenue and other inCome ... ..o 9.8 10.9 20.2

Net operating results of variable interest entity ... 9.2 .49 .1
Costs related to a litigation settlement..............o.ccoovinrviiinicnin (32.2) . 8.9) . 9.1)
Other operating costs and expenses........ SO TSP PR {42.4) (38.6) (49.6)
Loss on extinguishment ofdebt - 7 3.1

Loss before net realized investment losses . .

AN INCOIME LAXES ....o.ovieeeeieeceeeceeeeteebeeie e et s b sesesbasbssesesrarnssins (121.3) {80.7} (84.8)
Net realized investment 10SSES.........ovvvermimrenenemcinr s I {6.2) (A4) (1.4)
Loss before iNCOMe AXEeS ........coveeiie st e $(127.5) $(8L.1) $(86.2)

Interest expense on corporate debt has been impacted by: (i) the repayment or amendment of the Company’s credit
facitities during each of the last three years; and (ii) the issuance in 2005 of $330 million of 3.5. percent convertible
debentures due September 30, 2035, These transactions are further discussed in the note to the consolidated financial
statements entitted “Notes Payable — Direct Corporate Obligations”. Our average corporate debt outstanding was $1,111.8
million, $864.3 million'and $773.4 million in 2007, 2006 and 2005, respectively. The average interest rate on our debt was
6.2 percent, 5.7 percent and 5.9 percent in 2007, 2006 and 2005, respectively.

Investment income primarily included income earned on short-term investments held by the Corporate segment and
miscellaneous other income and fluctuated along with the change in the amount of invested assets in. this segment.

Fee revenne and other income includes: (i) revenues we receive for managing investments for other companies; and .
(ii) fees received for marketing insurance products of other companies. In 2007, our wholly owned investment management
subsidiary recognized performance-based fees of $2.4 million resulting from the liquidation of two portfolios that were
managed by the subsidiary. In 2005, our wholly owned investment management subsidiary recognized a performance-based
fee of $8.1 million earned in conjunction with its management of a $510 million portfolio of loans for an issuer of structured -
securities. This portfolio was liquidated and the related securities were redeemed on September 1, 2005, resulting in the
receipt of this fee which was largely based on the market value of the managed loan portfolio at the redemption date.
Excluding such performance-based fees, fee revenue and other income has decreased primarily as a result of a decrease in the
market value of investments managed for others, upon which these fees are based.

Net operating results of variable interest entity represent the operating results of a variable interest entity (“VIE”).
The VIE is consolidated in accordance with Financial Accounting Standards Board Interpretation No. 46 “Consolidation of
Variable Interest Entities”, revised December 2003. Although we do not control this entity, we consolidate it because we are
the primary beneficiary. This entity was established to issue securities and use the proceeds to invest in loans and other
permitted assets.

Costs related to a litigation settlement include legal and other costs incurred by the Corporate Operations segment to
defend the non-insurance company allegations made in the class action case referred to as In Re Conseco Life Insurance
Company Cost of Insurance Litigation. Refer to the captions entitled: (i) “Costs related to the tentative litigation
settlement” included in the resuits-of operations section for the Conseco Insurance Group segment; and (ii) “Cost of
Insurance Litigation™ included in the note to our consolidated financial statements entitled “Commitments and
Contingencies” for further information related to this case.

Other operating costs and expenses include géneral corporate expenses, net of amounts charged to subsidiaries for
services provided by the corporate operations. These amounts fluctuate as a result of expenses such as consulting, legal and
severance costs which often vary from period to period. In 2006 and 2005, other operating costs and expenses are net of
recoveries of $3.0 million and $3.2 million, respectively, related to our evaluation of the collectibility of the D&Q loans.

83




In December 2004, the Financial Accounting Standards Board issued Statement of Financial Accounting Standards
No. 123 (revised 2004) “Share-Based Payment” {“SFAS 123R™), which revised SFAS 123 and superseded Accounting
Principles Board Opinion No. 25, “Accounting for Stock Issued to Employees™ and related interpretations. SFAS 123R
provided additional guidance on accounting for share-based payments and required all such awards to be measured at fair
value with the related compensation cost recognized in the statement of operations over the related service period. Conseco
implemented SFAS 123R using the modified prospective method on January 1, 2006. Under this method, the Company
began recognizing compensation cost for all awards granted on or after January 1, 2006. In addition, we are required to
recognize compensation cost over the remaining requisite service period for the portion of outstanding awards that were not
vested as of January 1, 2006 and were not previously expensed on a pro forma basis pursuant to SFAS'123. In 2007 and
2006, we recognized compensation expense related to stock options totaling $7.4 million and $6.5 million, respectively:
Refer to the note to our consolidated financial statements entltled “Shareholders’ Equity” for further discussion of our share-
based payments. :

Loss on extinguishment of debt of 3.7 million in 2006 resulted from the write-off of certain issuance costs and other
costs incurred related to the Second Amended Credit Facility. The loss of $3.7 million in 2005 resulted from the write-off of
certain debt issuance costs related to the reduction of the principal amount borrowed under the $447.0 mllllon secured credit
agreement (the “Amended Credit Facility”). .

Net realized investment losses often fluctuate each period. During 2007, net realized investment losses in this
segment included $4.7 million from the sale of investments (primarily fixed maturities) and $1.5 million of writedowns due
to other-than-temporary declines in value on certain securities. During 2006, net realized investment losses in this segment
included $.4 million from the sale of investments. During 2005, net realized investment losses in this segment included $.1.
million of net losses from the sale of investments (primarily fixed maturmes) and $1.3 'million of writedowns due to other-
than- temporary decllnes in value on certain securities.

PREMIUM _COLLECTIONS

. In accordance with GAAP, insurance policy income in our consolidated statement of operations consists of premiums
earned for traditional insurance policies that have life contingencies or morbidity features. For annuity and universal life
contracts, premiums collected are not reported as revenues, but as deposits to insurance liabilities. We recognize revenues for
these products over time in the form of investment income and surrender or other charges.

1 . ! R
Our insurance segments sell products through three primary distribution channels — career agents (our Bankers Life
segment), independent producers {our Conseco Insurance Group segment) and direct marketing (our Colonial Penn segment).
_Our career agency force in the Bankers Life segment sells primarily Medicare supplement and long-term care insurance
policies, Medicare Part D contracts, PFFS contracts, life insurance and annuities. These agents visit the customer’s home,
which permits one-on-one contact with potential policyholders and promotes strong personal relationships with existing
policyholders. Our independent producer distribution channel in'the Conseco Insurance Group segment consists of a general
agency and insurance brokerage distribution system comprised of independent licensed agents doing business in all fifty
states, the District of Columbia, and certain protectorates of the United States. Independent producers are a diverse network
of independent agents, insurance brokers and marketing organizations. Our independent producer distribution channel sells
primarily specified disease and Medicare supplement insurance policies, universal life insurance and annuities. Qur direct
marketing distribution channel in the Colonial Penn segment is engaged primarily in the sale of “graded benefit life” and
simplified issue life insurance policies which are sold directly to the policyholder.” - :

Agents, insurance brokers and marketing companies who market our products and prospective purchasers of our
products use the financial strength ratings of our insurance subsidiaries.as an important factor in determining whether to
market or purchase. Ratings have the most impact on our annuity, interest-sensitive life insurance and long-term care
products. The current financial strength ratings of our primary insurance subsidiaries (except Conseco Senior) from A.M.
Best, S&P and Moody’s are “B+ (Good)”, “BB+" and “Baa3”, respectively. The current financial strength ratings of
Conseco Senior from A:M. Best, S&P and Moody’s are “C++ (Marginal)”, *CCC-" and “Caal”, respectively. Fora
description of these ratings and additional information on our ratings, see “Management’s Discussionand Analysis of
Consolidated Financial Condition and Results 6f Operations — Liquidity for Insurance Operations.”

We set premium rates on our health insurance policies based on facts and circumstances known at the time we issue -
the policies using assumptions about numerous variables, including the actuarial probability of a policyholder incurring a
claim, the probable size of the claim, and the interest rate earned on our investment of premiGms., We also consider historical
claims information, industry statistics, the rates of our competitors and other factors. If our actual claims experience is less
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favorable than we anticipated and we are unable to raise our premium rates, our financial results may be adversely affected.
We generally cannot raise our health insurance premiums in any state until we obtain the approval of the state insurance
regulator. We review the adequacy of our premium rates regularly and file rate increases on our products when we believe
such rates are too low. It is likely that we will not be able to obtain approval for all requested premium rate increases. If
such requests are denied in one or more states, our net income may decrease. If such requests are approved, increased
premium rates may reduce the volume of our new sales and may cause existing policyholders to lapse their policies. If the
healthier policyholders allow their. policies to lapse, this would reduce our premium income and profitability in the future.

Total premiums collections were as follows: - '

Bankers Life (dollars in millions)

\ _ . 7 2006 2005
Premiums collected by product:
Annuities: . : . v :
Equity-indexed (first-Year) .......coorroeecnriiieeeicnencssieeeein e 3 4374 3 2765 $ 1303
Other fixed (first-year) .......ocoooioei s fenbenleee o, 4453 718.1 318.0
Other fixed (renewal) ........ccovvree oo et s 2.8 29 2.8
Subtotal - other fixed annuities............. ettt et sttt ar e sssr e r s 448.1 721.0 320.8
TOtal ANAUILIES ...vvverereieeseercrnrerseresesresessernieseesesesserasasassenesesaersresmeresmsrsnes 883.5 997.5 951.1
Supplemental health: : : ‘
Medicare supplement {fIrst-Year) . ... liiviiiivinesnnsiscrinsscsssreennssenneihe 825 97.8 - T4
Medicare supplement (reNeWal) ......cccoeverercerererceraneedonnnneasinmmnnrm e 553.6 5313 564.7
Subtotal - Medicare supplement ... 636.1 629.1 638.8
Long-term care (first-year)............ ereeen fvererns bereseereeeeneeennas e - 470 51.2 65.4
Long-term care (reneWal).......ccccouvreeeeeesioreriierinsesinseiseesssesssssseesesesessenes 5754 541.2 498.8
Subtotal - LonZ-teIm CATE ...c.ooreeeieeeeeece e 6224 592.4 564.2
PDP and PFFS (first year}.........ccovereccrvermrnmvmnnrenrecinenens SR feeeeanens 206.4 76.7 -
PDP (renewal) . .cccocccvinieininnnineiecernniscnessinsssnieens TR e - 714 . - -
Subtotal — PDP and PFFS ... 277.8 16.7 -
Other health (fIrst-YEar).... ..o s s 9 1.0 1.1
Other health (renewal)...... ..o e 8.9 9.1 9.6
Subtotal - other health......... e 98 10.1 10.7
Total supplemental health........cccoceviereseiiininnririesssresinimenrorvmmneen, 1346, 1 1,308.3 1.213.7
Life insurance:
FIISE-YRAT c..oii ettt e st s 89.2 90.3 74.1
RENEWAL....oiireccec et SR 110.8 93.9 78.0
Total [ife INSUANCE ..ot ss 200.0 184.2 152.1
Collections on insurance products:
Total first-year premium collections on insurance
Fa 100 1o - S 1,308.7 1,311.6 1,163.0
Total renewal premium collections on insurance ‘
products ......ocooooveeciienens Lttt nE e nrnan 1,322.9 1.178.4 1,153.9
Total collections on inSUrance ProductS............ccooveveveverererererseresissssseens £2,631.6 §2,490.0 $2,316.9

Annuities in this segment include equity-indexed and other fixed annuities sold to the senior market through our career
agents. Annuity collections in this segment decrcased by 11 percent, to $885.5 million, in 2007 and increased by 4.9 percent
to $997.5 million, in 2006. Premium collections from our equity-indexed products were favorably impacted in 2007 by the

85




general stock market performance which has made these products.attractive to certain customers. Premium collections from

our equity-indexed products were favorably impacted in 2006 by: (i) the introduction of new equity-indexed products in late

2005; and (ii) the generat stock market performance which has made these products-attractive to certain customers. The

increase in short-term interest rates in recent periods resulted in lower first-year fixed annuity sales as certain other
competing produicts, such as certificates of deposits, have become attractive.

Supplemental health products include Medicare supplement, Medicare Part D contracts, PFFS contracts, long-term
care and other insurance products distributed through our career agents. Our profits on supplemental health policies depend
on the overall level of sales, the length of time the business remains inforce, investment yields, claims experience and
expense management.

Collected premiums on Medicare supplement policies in the Bankers Life segment increased by 1.1 percent, to $636.1
million, in 2007 and decreased by 1.5 percent, to $629.1 mitlion, in 2006. The increase in premium collections of our
Medicare supplement products in 2007 is primarily due to higher persistency, partially offset by lower new sales. During the
first half of 2006, we experienced higher lapses than we anticipated. We believe such lapses were partially due to the
premium rate increases which had been implemented and competition from companies offering Medicare Advantage
products.

Premiums collected on Bankers Lifé’s long-term care policies increased by 5.1 percent, to $622.4 million, in 2007 and
by 5.0 percent, to $592.4 million, in 2006. The increase in premium collections of our long-term care products in 2007 and
2006 is primarily due to higher premiums associated with the policies that were impacted by the rate increases which became
effective in 2007 and 2006.

Premiums collected on PDP and PFFS business relate to various quota-share reinsurance agreements with Coventry.
Effective July 1, 2007, we entered into a new PFFS quota-share reinsurance agreement with Coventry pursuant to which we
received $97.3 mllhon of first-year premiums in 2007. These agreements are described in “Management’s Discussion and
Analysis of Consolidated Fmanc;al Condition and Results of Operations - Critical Accounting Policies”.

Other health products relate to collected premiums on other health products which we no longer actively market,
Life products in this segment are sold primarily to the senior market through our career agents. Life premiums

collected in this segment increased by 8.6 percent, to $200.0 million, in 2007 and by 21 percent, to $184.2 million, in 2006.
Collected premiums have been impacted by an increased focus on life products.
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Conseco Insurance Group (dollars in millions) g
Premiums collected by product: ... . : : : St ' o
Annuities: . ‘ TR A
Equity-indexed (first-year) ........cccooeeennnncnnrenenenr erreererer s S $ 3364 $ 3694 $ . 944
Equity-indexed (renewal)... USROS S . 104 .o 91 - 10.0
Subtotal - equlty-mdexed annumes ' 344.6 378.5 104.4
Other fixed (first-year) ........ocooovecrcevencns 18.0 w461 47.5 .
Other fixed (TENEWAL) ...covevvvivrrere s resieseeseeeene s eeenioneeneenns SR 6.0 . 87 9.8 .
Subtotal - other fixed annuities...........ccoooniniciiiiic T 240 - ;548 . 573+
“TOLA] AIMMUIEIES 1vvvvovrarerrersrerrenseetnsannceeseemeseeresecace e sebasasssanasssasassessssnis 368.6 433.3 161.7
Supplemental health: ‘ . , C
Medicare supplement (first-year)............ Cetermreerr e e te et rareraeresanane 19.4 30.6 15.8
Medicare supplement (renewal) ..o 206.3 2136 273.0
Subtotal - Medicare supplement ..........c.ccccoovvveeveeeneecerenenn, e eerernns 225.9 2442 ___2888
Specified disease (first-year) ..o e 314 '28.1 © 306
Specified disease (FeNEWal)......cccocvnrerrererirerioren e e cses 327.8 329.6 328.9
Subtotal - speciﬁea dISEASE. ..oove tereee e 359.2 3579 - 359.5
Other health (first-year).........oocovviinnnennes e 3 - Coe-
Other health (renewal)............cccoooniiviiininn . 9.0 9.7 . 13.2
Subtotal — other health.....coovviirirrirvree vt .93 9.7 132
Total supplemental health...........co. i 594 4 611.6 “661.5
Life insurance:
FIrSt-YRAL ..ottt e st e 4.7 ot 6.7 8.2
RENEWAL.....iiiiiicirie e cecie et e s s e s teee e e st e s esms e e s s srnaeessabneeesnnreeeenornaees 282.6 307.9 326.8
Total life INSUTANCE .......voveeceieenrirecsstar s istsre s neesssseseasesesnanree e e enrnnens 287.3 314.6 335.0

Collections on insurance products:

Total first-year premium collections on : - - ‘
INSUrance products ........ooeveereieceneecreeeneens eerese i et s 410.2 480.9 196.5

Total renewal premium collections on ~ SRy ‘
IASUFANCE PrOQUCLS ..oooeiie et ve s e sae e e s 840.1 _818.6 961.7
Total collections on insurance products.........ooooeeereereinreninion . 81,2503 - $13595 . 81,1582

Annuities in this segment include equity-indexed and other fixed annuities sold through professional independent
producers. Total annuity collected premiums in this segment decreased by 15 percent, to $368.6 million, in 2007 and
increased by 168 percent, to $433.3 million, in 2006.

Qur equity-indexed annuities have gu;irahteed minimum cash surrender values, but have potentially higher returns
based on a percentage of the change in one of several equity market indices during each year of their term. We purchase
options in an effort to hedge increases to policyholder benefits resulting from increases in the indices. Total collected
premiums for these products decreased by 9.0 percent, to $344.6 million, in 2007 and increased by 263 percent, to $378.5
million, in 2006. During the second half of 2007, we changed the pricing of specific products and we no longer emphasized
the sale of certain products resuiting in a decrease in collected premiums, partially offset by the sales of several new products
distributed through our new national partners. Collected premiums for these products increased in 2006 due to the
. introduction of several new products. In addition, these products have become relatively atiractive due to general stock
" market conditions in recent perxods , "

Other fixed rate annulty products mclude SPDAs FPDAs and SPlAs, which are crcdlted with a declared rate. SPDA
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and FPDA policies typically have an interest rate that is guaranteed for the first policy year, after which we have the .
discretionary ability to change the crediting rate to any rate not below a guaranteed minimum rate. The interest rate credited
on SPIAs is based on market conditions existing when a policy is issued and remains unchanged over the life of the SPIA.
Annuity premiums on these products decreased by 56 percent, to $24.0 million, in 2007 and by 4.4 percent, to $54.8 million,
in 2006. The increase in short-term interest rates in 2007 resulted in lower first-year fixed annuity sales as certain other
competing products have'become attractive. During the last six months of 2005, collected premiums. for these products were
impacted by attractrve crediting rates on certam products :

Supp!emental health products in the Conseco I[nsurance Group segment include Medlcare supplement, specified -
disease and other insurance products distributed through professional independent producers. Our profits on supplemental
health'policies depend on the overall level of sales the length of time the business remains inforce, investment yields, claim
experience and expense management,

Collected premiums on Medicare supplement policies in the Conseco Insurance Group segment decreased by 7.5
percent, to $225.9 million, in 2007 and by 15 percent, to $244.2 million, in 2006. We have experienced lower salesand .
higher lapses of these products in 2007 and 2006 due to premium rate increases implemented in.recent periods and
competltton from companies offering Medicare Advantage products. P - i

Premiums collected on specified disease products have been comparable from perlod o perrod ‘ - .

-First-year premiums collected on other health products are due to the introduction of_a,ntaw short-term disability .
product in the fourth quarter of 2007. Renewal premiums collected from other health products decreased by 7.2 percent, to
$9.0 million, in 2607 and by 27 percent, to $9.7 million, in 2006, Renewal premiums have decreased from perlod to perrod
as we no longer acttvely market many of these products ‘ . L ) .

Life products in the Conseco Insurance Group segment are sold through professional independent producers. ‘ Life
premiums collected decreased by 8.7 percent, to $287.3 million, in 2007 and by 6.1 percent, to $314.6 million, in 2006.

Colonial Penn (dollars in millions)

2000 - 2006 2005 -
Premiums.collected by product: ‘ . . T
Life insurance: s | ’ ' o
FIPST-YEAT oo s rrrerereraeans $ 28.7 $ 229 $19.4
ReNeWal......occoooiiieeiec e R URURONIOPON 85.0 74.3 --65.7.
Total life INSUTANCE ....c.coeieeeee b et l 113.7 97.2 85.1 .
Supplemental health (all of which are renewat premrums)
Medicare SUPPIETNENT .22 viieeee e et e v ers . .94 . .10.9, <124 ©
Other health.......i e 1.0 1.1 1.4
Total Supplemental healthe..oovviciere e e L e ..104 0 12.0 13.8
Collections on insurance products:
Total first-year premium col]ectrons on’insurance- ' : Lo * - "
PIOAUCES oot e ereeranen] e s -, 287 o229 0 194
Total renewal premium collections on insurance - AT ' . .
products ....... vevcivnennsbuenrenns 954 863 79.5
Total collections on iftsurancerproducts..........:...........'..........:.-.........--.I ..... o $124. . 109.2 - 3989 -

Fl

Life products in this segment are sold primarily to the senior market. Life premiums collected in this segment
increased by 17 percent, to $113.7 million, in 2007 and by 14 percent, to _$97.2 million, in 2006. Collected premiums have
been affected by increased advertising. Graded benefit life products sold through'our direct response imarketing channel
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accounted for $108.8 million, $92.3 million and $81.2 million of collected premiums in 2007, 2006 and 2003, respectively.’

Supplemental health products include Medicare supplement and other insurance products. Our profits on 7
supplemental health’'policies depend on the ‘overall level of sales, the length of time the business remains inforce; investment
yields, claims experience and expense management. Premiums collected on these products have decreased as we do not
currently market these products through this segment:

Other Business in Run-Off (dollars in millions)

: 2007 2006 © 2005
Premiums collected by product {all of which are renewal premiums):
LONEZ-TEI CATE.......ooveveveeeeeeeeeeeeeeeee e en s e enens e " $3058 $323.0 349.1
MAJOT THEGICAL.vvvvvros oo seeeeresesesessssesesesssssesesssesesssessseessesesssessessesss s .23 48 2.8
' T
Total premium collections on : ' '
insurance products ...........ocoeeeeveveiereeeeeeeeee. et s $3081 - $327.8 - 33519

The Other Business in Run-off segment includes blocks of business that we no longer market or underwrite and are
managed separately from our other businesses: This segment consists of: (1) long-term care insurance sold in prlor years
through independent agents; and (ii) major medical insurance.

Long-term care premiums collected in this segment decreased by 5.3 percent, to $305.8 million, in 2007 and by 7.5
percent, to $323.0 million, in 2006. Most of the long-term care premiums in this segment relate to business written by certain
subsidiaries prior to their acquisitions by Old Conseco in 1996 and 1997 and was sold through the independent producer
distribution channel.- The performance of this business did'not meet the expectations we had when the blocks were acquired.

As a result, we ceased selling new long-term care policies through this distribution channel in 2003. We expect this.
segment’s long-term care premiums to reflect additional policy lapses in the future, partially offset by premium rate
increases. :

INVESTMENTS
v A : I T
Our investment strategy is to: (i) maintain a predominately investment-grade fixed income portfolio; (ii) provide
liquidity to meet our cash obligations to policyholders and others; and (iii) generate stable and predictable investment income
through active investment management. Consistent with this strategy, investments in fixed maturity securities, mortgage
loans and policy loans made up 96 percent of our $23.8 billion investment portfolio at December 31, 2007. The remainder of
the invested assets were tradlng securmes equn;y securities and other invested assets.

The following table Summanzes the composition of our investment portfolio as of December 31, 2007 (dollars in
millions): .

Carrying Percent of
value  total investments

Actively managed fixed maturities [.........ocoveevervveece i $20,510.9 86%

EQUILY SECUTILIES ...vevrieeieiieeteerieie e veeeee v et ves et sesbe st e sbe s esesbass e sr s esnenens 345 -
Mortgage loans................. e ettt b e r e e h e e b e ra b e na b et eetee et tn e sseasdEarernenaaean 2,086.0 9
C PONCY 0ANS .. 370.4 1
Trading SECUMIHIES ...voveeieie et et cs st e e se st e e se et 665.8 3
Partnership INVESIMENLS .........vveieivererireccceceeecie e ceen e e sas e e ssesenens s 283 -
Other INVESIEd @SSEES....ueeiiirreeieeeeie ettt r e anba s 1066 - __ 1
TOtal INVESHIMENLS .....ovviiiiiiirinieterrerr e rniri e rs e s s te e rrrssseesssasssssesssesssnasssseesrnnssrnin $23.801.9 100%

Insurance statutes regulate the types of investments that our insurance subsidiaries are permitted to make and limit the
amount of funds that may be'used for any'one type of investment. In light of these statutes and regulations and our business
and investment strategy, we generally seck to invest in United States government and government-agency securities and
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corporate securities rated investment grade by established nationally recognized rating orgamzatlons or in securities of
comparable investment quality, if not rated.

The following table summarizes the estimated fair value of our fixed .maturity securities by cate"gory as of December
31, 2007 (dollars in millions): '

" Estimated = Percent of
fair value fixed maturities

Structured SECUTTHES «.nnmeeeeeeeeeeeeeee e e e e n e oreerrervbe s te s s rassesanteas "$4,668.1 22.8%
Manufacturing ......cooooeeoeeeeieeeee e e eeeeeea e et bbb et . 36034 - 17.6
BaTIK AN T8I0 v ereer e vreerereesenaneeeeeereesaanaamesreesaesaaameeeeeseasaaammsneaseessesaaasereseeererasrmeeaeeean 2,039.1 . 9.9
UBIES..coveveveererres e sssssssssnssenssenns et e 1,766.2 8.6
I VICES 1eeiiiessierrrrerreesssrsssrsesesrssarssesneteessesasnsaereaessrsarnresesesesnsarntnnteseseseinsbarasneessmnsnnnsaressnsas 1,615.2 7.9
Communications .........occveeviverernennn SOOI OP RS PP 1,088.0 5.3
Agriculture, forestry and MiNING. ... lini e 888.6 43
Retail and WhoOlESAIE «ovvviverereeceeecreeee ettt e e e s e e e ene s ane sas 799.8 3.9
Holding and other investment OffICES ....cvvvrvrrerervirerrre e sssss oo nenenns 751.4 3.7
TranSPOItAtION ..ccciiie et et s e s s rn s e r e s errrereresenesarasasnnten 643.9 31
ULS. GOVETTINEI ..eeviiiiriniin ettt s s s a e s sa s meravanerases 634.6 - 3.1
States and political SUDAIVISIONS ..oveevrerereinenrerermirerermiie e . 5484 - 2.7
ASSEt-DACKEA SECUIIIES ...vviviieeeei e e e reesine s s s e s n e s st eesstns e nressbe s e s rressbessnneessasaranss 440.2 2.1
OURET .o esvreessta s bt s s et e ie ettt et te b e rreaean 1.024.0 _50
Total actwely managed fixed MATUNILES ..ot $20,5109 100.0%

Our ﬁxed matunty securities consist predominantly of publlcly traded securities. We classify securities issued in the |
Rule 144A market as publicly traded. Securities not pubhcly traded comprise less than 11 percent of our total fixed matunty
securities portfolio. N

The following table sets forth fixed maturity investments at December 31, 2007, classified by rating categories. The
category assigned is the highest rating by a nationally recognized statistical rating organization or, as to $1,485.3 million fair
value of fixed maturities not rated by such firms, the rating assigned by the NAIC. For purposes of the table, NAIC Class |
is included in the.*“A” rating; Class 2, “BBB-"; Class 3, “BB-"; and Classes 4-6, “B+ and below” {dollars in millions):

Estimated fair value

Percent of
, ‘ Amortized fixed
Investment rating cost Amount maturities
AAA Lo S, eesiinns | $57178 85,6576 28%
F N OO SOV SOt 1,577.0 1,528.5 7
A etersetsssreasarsiaraernra s treninnessrsesrtrans erereerenn s 5,767.3 5,607.2 27
(2123 2 5 USRS 2,099.4 2,068.5 10
BB B et bbbttt et s r st 2,479.2 2,428.6 12
BB B .ot s b b eeres e s b ie e ne s b e e ressrateeares - _1,6732 1,629.9 _ 8
INVESTMENE ZIAAE .viieiiiiciriitcerc e s e ene e e e 19,313.9 18,920.3 . 92
Y S 2872 2702 . 1
21 = SRR SR TOTUTURTSUUSRUTURR 2352 218.5 |
21 5 TSRS 588.2 569.6 3
B and BelOW .coiiieeiriiierer v v ressannisreese st b ennes 568.2 5323 3
Below-investment Srade (8) ......occovevmicnnnninr e 1.678.8 1.590.6 _ 8
. Total fixed maturity securities ................ e $20,992.7 $20,5109 100%
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{a) Below-investment grade fixed maturity securities with an amortized cost of $480.3 million and an estimated fair
value of $455.9 million are securities held by a VIE that we are required 1o consolidate. These fixed maturity
securities are legally isolated and are not available to the Company. The liabilities of such VIE will be satisfied
from the cash flows generated by these securities and are not obligations of the Company. Refer to the note to the
consolidated financial statements entitled “Investment in-a Variable Interest Entity” concerning the Company’s
commitment to provide additional capital of up to $25 million to the VIE. ‘At December 31, 2007, our total
investment in the VIE was $47.0 million and such investment was rated BBB.

The following table summarizes investment vields earned over the past three years on the general account invested
assets of our insurance subsidiaries. General account investments exclude the value of options (dollars in millions).

: 2007 2006 - 2005
Weighted average general account invested assets
as defined:
AS TEPOMED ..o $25,629.5 $24,738.6 $25,000.3
Excluding unrealized appreciation
{depreciation) (a)............ bbb s s bR bt e R s tna b st ens 25,746.5 25,1122 24.,491.6
Net investment income on general account ‘
INVESLE ASSEES ..ot s e e ee e et ee e re e e seane e eaaee e am s eseseseoaaemenaesan 1,510.9 1,430.6 1,385.0
Yields earned: ‘ ' “
ASTEPOIEA ..viiicreeiicrenie ittt e 5.90% - 578% - 5.54%-
Excluding unrealized appreciation
(depreciation) (@)........ooveveiiriiiinin e 5.87% 5.70% 5.66%

(a) Excludes the effect of reporting fixed maturities at fair value as described in the note to our conselidated financial
statements entitled “Investments”. '

Although investment income is a significant component of total revenues, the profitability of certain of our insurance
products is determined primarily by the spreads between the interest rates we earn and the rates we credit or accrue to our
insurance liabilities. At December 31, 2007 and 2006, the average yield, computed on the cost basis of our actively managed
fixed maturity portfolio, was 6.0 percent and 5.7 percent, respectively, and the average interest rate credited or accruing to
our total insurance liabilities (excluding interest rate bonuses for'the first policy year only and excluding the effect of credited
rates attributable to variable or equity-indexed products) was 4.7 percent and 4.6 percent, respectively.

Actively Managed Fixed Maturities

QOur actively managed fixed maturity portfolio at December 31, 2007, included primarily debt securities of the United
States government, public utilities and other corporations, and structured securities. Structured securities included mortgage-
backed securities, CMOs and commercial mortgage-backed securities.

At December 31, 2007, our fixed maturity portfolio had $149.1 million of unrealized gains and $630.9 million of
unrealized losses, for a net unrealized loss of $481.8 million. Estimated fair values of fixed maturity investments were
determined based on estimates from: (i) nationally recognized pricing services (88 percent of the portfolio); (ii) broker-dealer
market makers (6 percent of the portfolio); and (iii) internally developed methods {6 percent of the portfolio).

At December 31, 2007, approximately-6.7 percent of our invested assets (7.8 percent of fixed maturity investments)
"were fixed maturities rated below-investment grade by nationally recognized statistical rating organizations (or, if not rated
by such firms, with ratings below Class 2 assigned by the NAIC). Our level of investments in below-investment-grade fixed
maturities could change if market conditions change. Below-investment grade securities have different characteristics than
investment grade corporate debt securities. The risk of défault by the borrower is significantly greater for below-investment
grade securities and in many cases, severity of loss is relatively greater as such securities are generally unsecured and often
subordinated to other creditors of the issuer. Also, issuers of below-investment grade securities usually have higher levels of
debt and may be more sensitive to adverse economic conditions, such as recession or increasing interest rates, than
invesiment grade issuers. The Company attempts 10 reduce the overali risk related to its investment in below-investment
grade securities, as in all investments, through careful credit analysis, strict investment policy guidelines, and diversification
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by issuer and/or guarantor and by industry. At December 31, 2007, our below-investment-grade fixed maturity investments
had an amortized cost of $1,678.8 million and an estimated fair value of $1,590.6 million.

We continually evaluate the creditworthiness of each issuer whose securities we hold. We pay special attention to
large investments and to those securities whose market values have declined materially for reasons other than changes in
interest rates or other general market conditions. We evaluate the realizable value of the investment, the specific condition of
the issuer and the issuer’s ability to comply with the material terms of the security. We review the recent operational results
and financial position of the issuer, information about its industry, information about factors affecting the issuer’s
performance and other information, 40(86 Advisors employs experienced securities analysts in a variety of specialty areas
who compile and review such data. If evidence does not exist to support a realizable value equal to or greater than the
" carrying value of the invesiment, and such decline in market value is determined to be other than temporary, we reduce the
carrying amount to its fair value, which becomes the new cost basis. We report the amount of the reduction as a realized loss.

We recognize any recovery of such reductions as investment income over the remaining life of the investment (but only to
the extent our current valuations indicate such amounts will ultimately be collected), or upon the repayment of the
investment. During 2007, we recorded: (i) $33.0 million of writedowns of fixed maturity investments and other invested
assets; and (i1) $73.7 million of writedowns of investments (which were subsequently transferred pursuant to a coinsurance
agreement as further discussed in the note to the consolidated financial statements entitled “Summary of Significant
Accounting Policies™) as a result of our intent not to hold such investments for a period of time sufficient to allow for any
anticipated recovery in value. Our investment portfolio is subject to the risks of further declines in realizable value,
However, we attempt to mitigate this risk through the diversification and active management of our portfolio. ,

Our investment strategy is to maximize, over a sustained period and within acceptable parameters of risk, investment
income and total investment return through active investment management. Accordingly, we may sell securities at a gain or
a loss to enhance the total return of the portfolio as market opportunities change or to better match certain characteristics of
our investment portfolio with the corresponding characteristics of our insurance liabilities. While we have both the ability
and intent to hold securities with unrealized losses until they mature or recover in value, we may sell securities at a loss in the
future because of actual or expected changes in our view of the particular investment, its industry, its asset class or the
general investment environment. - ,

As of December 31, 2007, we had no investments in substantive default (i.e., in default due to nonpayment of interest
or principal). 40|86 Advisors employs experienced professionals to manage non-performing and impaired investments.
There were no other fixed maturity investments about which we had serious doubts as to the recoverability of the, carrying
value of the investment.. -

. ' . ’ ! N

When a security defaults, our policy is to discontinue the accrual of interest and eliminate all previous interest
accruals, if we determine that such amounts will not be ultimately realized,in full. Investment income forgone due to
defaulied securities was nil, nil and $.8 miilion for the years ended December 31, 2007, 2006 and 2005, respectively.

At December 31, 2007, fixed maturity investments included $4.7 billion of structured securities (or 23 percent of alt
fixed maturity securities). Structured securities include mortgage-backed securities, CMOs and commercial mortgage-
backed securities. The yield characteristics of structured securities differ in some respects from those of traditional fixed-
income securities. For example, interest and principal payments on structured securities may occur more frequently, often
monthly. In many instances, we are subject to the risk that the timing of principal payments may vary from expectations.
For example, prepayments may occur at the optien of the issuer and prepayment rates are influenced by a number of factors
that cannot be predicted with certainty, including: the relative sensitivity of the underlying assets backing the security to
changes in interest rates; a variety of economic, geographic and other factors; and various security-specific structural
considerations (for example, the repayment priority of a given security in a securitization structure).

In general, the rate of prepayments on structured securities increases when prevailing interest rates decline
significantly in absolute terms and also relative to the interest rates on the underlying assets. The yields recognized on
structured securities purchased at a discount to par will increase (relative to the stated rate) when the underlying assets prepay
faster than expected. The yield recognized on structured securities purchased at a premium will decrease (relative to the
stated rate) when the underlying assets prepay faster than expected. When interest rates decline, the proceeds from
prepayments may be reinvested at lower rates than we were earning on the prepaid securities. When interest rates increase,
prepayments may decrease. When this occurs, the average maturity and duration of the structured securities increase, which
decreases the yield on structured securities purchased at a'discount because the discount is realized as income at a slower rate,
and it increases the yield on those purchased at a premium because of a decrease in the annual amortization of the premium.
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For structured and asset-backed securities included in actively managed fixed maturities that were purchased at a
discount.or premium, we recognize investment income using an effective vield based on anticipated future prepayments and
the estimated final maturity of the securities. Actual prepayment experience is periodically reviewed and effective yields are
recalculated when differences arise between the prepayments originally anticipated and the actual prepayments received and
currently anticipated. For all other structured and asset-backed securities, the effective yield is recalculated when changes:in
assumptions are made, andreflected in our income on a retrospective basis. Under this method, the'amortized cost basis of -
the investment in the securities is adjusted to the amount that would have existed had the new effective:yield been applled
since the acquisition of the securities. Such adjustments were not significant in 2007.

The following table sets forth the par value, amortized cost and estimated fair value of structured securities,
summarized by interest rates on the underlying collateral at December 31, 2007 (dollars in' millions):  +°

1 C— R . (- . . L o [

ST T o . . +Par _+ Amortized Estimated

' T . oo ovalue - cost fair value '
. . ) AR SNy T R e )
Below 4 percent........... oo e e s vt 8 1280 $1277 % 1248
4 percent — 5 Percenl.. . ..ccvurrvicerinesrnsennns e el vvvivhienns . 55760 .0 5398 541.6
5 percent — 6 percent...........coevveeivenne s TR VR NURTORI: e rerranaras e [ 33,3156 - *3,261.6 3,189.4
6 PETCENE ~ T PEICENL.....eiuiirrire it ettt s sttt e s ess et e n e e emensenene 779.3 T 7490 722.2
7 percent — 8 percent : L Tl T 66307 68.0 - 685
8 percent and ADOVE .o e reeereserenre e nessers b e e e 2 3 6. . 240' 21.6

Total structured securities (a) ....................... e S SO A O ST $4 870 4 $4 770 1 ' 84,668.1. -

(a) ]ncludes below-investment grade structured securities w1th an amomzed cost and estlmated falr value of $62 6 million

and $55.5 million, respectively. s . AN N

The amortized cost and estimated fair value of structured securities at December 31,.2007, summarlzed by type of
security, were as follows (dollars in millions): ‘ : "
Estlmatecl Fair Value

) Percent of
Amortized ‘fixed
Type , Cost Amount maturities
Pass-throughs, sequential and equivalent SECUMLIES .....ovvcvvvecvieiiceesecie e $2,076.0 $2,048.0. 10%
Planned amortization classes, target amortization class and . ; ‘ K :
ACCTELiON-AIreCted BOMAS ..ovvvie ettt e eee e -1,633.1 1,596.1 B SR
Commercial mortgage-backed SeCUrities........coooevvvvveeeeevcesecieceee e 9%4.0 . 965.5 5 o
OMRET et e e e e e em st eene e 67.0 58.5 -
Total structured SECURtES (B). ..o v $4,770.1 4,668. 1 23%

Byoe 1

{a) Includes below-investment grade structured securities with an amortized cost and estimated fair value of $62.6 million
and $55.5 million, respectively, -

Pass-through securities and sequentials have unique prepayment variability characteristics. Pass-through securities
typically return principal to the holdérs based on cash. payments from the underlying mortgage obligations. Sequential
classes return principal to tranche holders in a detailed hierarchy. Planned amortization classes; targeted amortization classes
and accretion-directed bonds adhere to fixed schedules of principal paymenits as long as the uhderlying mortgage loans
experience prepayments within certain estimated ranges. Changes in prepayment rates.are.first absorbed by support or
companion classes insulating the ttming of receipt of cash flows from the consequences of both faster prepayments (average
life shortening) and slower prepayments (average life extension). . : ‘ e .

Commercial mortgage-backed securities are secured by commercial real estate mortgages, generally income producing
properties that are ‘managed for proﬁt Property types inciude multi- family dwellings including apartments, retail centers,
hotels, restaurants, hospitals, nursing homes, warehouses, and office buildings. Most CMBS have call protectlon features
whereby underlying borrowers may not prepay their mortgages for stated periods of time without incurring prepayment
penalties.

93




During 2007, we sold $3.3 billion' of fixed maturity investments which resulted in gross investment losses (before
income taxes).of $134.0 million. We sell securities at a loss for a number of reasons including but not limited to: (i) changes
in the investment environment; (ii) expectation that the market value could deteriorate further, (iii) desire to reduce our
exposure to.an issuer or an industry; (iv) changes in credit quality; or (v) changes in expected liability cash flows. As
discussed in the notes to our.consolidated financial statements, the realization of gains and losses affects the timing of the
amortization of insurance acquisition costs related to universal life and investment products.

Other Investments
o . N ) ' . ‘

Our investment portfolio inctudes structured securities collateralized by sub prime residential loans with a market
value of $123.1 million and a book value of $150.5 million at December 31, 2007. These securities represent .5 percent of
our consolidated investment portfolio. Of these securitics, $39.9 million (32 percent) were rated AAA, $40.8 million (33
percent) were rated AA, $41.9 million (34 percent) were rated A, and $.5 million (1 percent) were rated BBB. Sub prime
structured securities issued in 2006 and 2007 have experienced higher delinquency and foreclosure rates than originally
expected. The Company’s investment portfolio includes sub prime structured securities collateralized by residential
mortgage loans extended over several vears, primarily from 2003 to 2007. At December 31, 2007, we held no sub prime
securities collateralized by loans éxtended in 2006 and we held $8.7 million extended in 2007.

At December 31, 2007, we held commercial mortgage loan investments with a carrying value of $2,086.0 million {or
8.8 percent of total invested assets) and a fair value of $2,137.0 million. The mortgage loan balance was primarily comprised
of commercial loans. Noncurrent commercial mortgage loans were insignificant at December 31, 2007. Realized losses on
commercial mortgage loans were not significant in any of the past three years. Our allowance for loss on mortgage loans was
$2.4 million at both December 31, 2007 and 2006. Approximately 7 percent, 6 percent, 6 percent, 6 percent and 5 percent of
the mortgage loan balance were on properties located in Minnesota, Florida, Arizona, Ohio and Indiana, respectively. No
other state comprised greater than 5 percent of the mortgage loan balance.

The following table shows the'distribution of our commercial mortgage loan portfolio by property type as of
December 31, 2007 (dotllars in millions):

Number of Carrying

loans value

RELALL ....eoeiiieicetett et ettt e s en e seresaestas e e b e b assasbe e anemreseenesreresasseaneas s sennenes 438 $1,093.2
Office building..................! T rereeerereeenis e eteieieesteeiesteeiaeeteeiaeteeeaearsraneeraenates 196 745.0
IIAUSEIIAL 1ttt ettt e rase et sae et e e st snemenrese e e nrese e e nrese e e nrennarenre 61 164.2
Mudti-family o e 37 67.7
Other ..o e e eeeeebeeseisbeieteteretees tetseerseaseaeeaneeanennenns _3 15.9
Total commercial mortgage JOBAS ....ovicriceci e e s 737 $2,086.0

The following table shows our commermal mortgage loan portfolio by loan size (dollars in millions):

Number Pnncrpal

" of loans balance
Under $5 million .ot ettt — 635 $1,251.7
$5 million but less than $10 million ...t rrrerererebereransrsrnsad roeedieaens 84. . 5558
$10 million but less than'$20 rmlhon ............ fereeenes frrer e ertememt ettt 13. 171.6
Over $20 mMillion.....ccoisivivninivier v SRR e et 5 . 112.3
‘"llotal commercial mortgage loans........... . ......................... e e eseenesasencanens 137 32,0914
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The following table summarizes the distribution of maturities of our commercial mortgage loans (dollars in millions):

Number Principal
of loans balance
200D et er Rt e s 25 76.5
2OT0 o etk e et e e e e aerran 7 24
20T ] e e bbb 25 80.9
2002 e et a e b e R et be st 28 70.7
CAREI 2002 e e e e e et 642 1.851.5
Total commercial mortgage 10ans...........ccovevcmininsnnecenrnenns e 131 32,0914 -

At December 31, 2007, we held $665.8 million of trading securities. We carry trading securities at estimated fair
value; changes in fair value are reflected in the statement of operations. Our trading securities are held to act as hedges for
embedded derivatives related to our equity-indexed annuity products and certain modified coinsurance agreements. See the
note to the consolidated financial statements entitled “Summary of Significant Accounting Policies - Accounting for
Derivatives” for further discussion regarding the embedded derivatives and the trading accounts. In addition, the trading
account includes investments backing the market strategies of our multibucket annuity products.

Other invested assets also include options backing our equity-indexed products, futures, credit default swaps, forward
contracts and certain nontraditional investments, including investments in limited partnerships, promissory notes and real
estate investments held for sale.

.

CONSOLIDATED FINANCIAL CONDITION
Changes in the Consolidated Balance Sheet

Changes in our consolidated balance sheet between December 31, 2007 and December 31, 2006, primarily reflect: (i)
our net loss for 2007; (ii) the effect of an annuity coinsurance transaction which was completed in 2007, (fii} the recapture of
a block of traditional life insurance business that had previously been ceded; (iv) an increase in amounts outstanding under
our Second Amended Credit Facility; (v) common stock repurchases; and (vi) changes in the fair value of actively managed -
fixed maturity securities.

In accordance with GAAP, we record our actively managed fixed maturity investments, equity securities and certain
other invested assets at estimated fair value with any unrealized gain or loss (excluding impairment losses, which are
recognized through earings), net of tax and related adjustments, recorded as a component of shareholders’ equity. At
December 31, 2007, we decreased the carrying value of such investments by $481.3 miilion as a result of this fair value
adjustment.
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Our capital structure as of December 31, 2007 and 2006, was as follows (dollars in millions):

2007 2006
{Restated)
Total capital:
Corporate notes payable .........covineinecmnennne e L 0$31,193.7 0 81,0008
Shareholders® equity: ,
Preferred stock ..o - 667.8
COMMON SLOCK .c.ccvevveeeneerirnreere e ceemceeseeme e e 1.9 1.5
Additional paid-in capltal ..................................................... 4,068.6 3,468.0
Accumulated other comprehensive 10ss........covcviiciiiee. (273.3) (72.6)
Retained earmings ........cccevvvicverinimnnecnn e e 438.7 635.4
Total shareholders’ equity ......cococeceiliciineninnnnnnn, eves 42359 4.700.1
TOtal CAPHAL. . ecereceeeeesFeer e Eeseseessssess s oreons $54296  $5.7009
The following table summarizes certain financial ratios as of and for the years ended December 31, 2007 and 2006:
2007 2006
(Restated)
Book value per common Share.........coovevii s $22.§4 $26.50
Book value per common share, excluding accumulated other
comprehensive income (1088) (8)..vvvcinninn evrerenenecand rramereenereneanaes 24.42 26.98
Ratio of earnings to fixed ChATZES .....o.oovvvverrsrsccee e Fereeererearirararrarenans (b) 1.33x
Ratio of earnings to fixed charges and preferred dividends............................ N e, e () 1.19x
Debt to total capital ratios: . .
. Corporate debt to total capital ..o, TR SR 22% 18%
Corporate debt to total capital, excluding accumulated other
comprehensive iNCOmME (1085 {8) oo rer i e 21% 17%
Corporate debt and preferred stock to total capital.... 22% . 29%
Corporate debt and preferred stock tototal capital, excludmg accumulated other '
comprehensive income (1058) () -..co et e 21% 29%

(a) This non-GAAP measure differs from the corresponding GAAP measure presented immediately above, because
accumulated other comprehensive income (loss) has been excluded from the value of capital used to determine this
measure. Management believes this non-GAAP measure is useful because it removes the volatility that arises from
changes in accumulated other comprehensive income (loss). Such volatility is ofien caused by changes in the
estimated fair value of our investment portfolio resulting from changes in general market interest rates rather than the

business decisions made by management. However, this measure does not replace the corresponding GAAP measure.

(b) For such ratio, eamings were $173.0 million less than fixed charges.

(c) For such ratio, earnings were $194.7 million less than fixed charges.
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Contractual Obligations |, -, oo S . Con
L " ! R o -
The Company’s significant contractual obhganons as of December 31, 2007 were as follows {dollars in millions):

Payment due in

Total . 2008 .  2009-20i0 .,2011:2012  Thercafter
Insurance liabilities (a) ........eeeeeeeee. $57,278.3  $4,028.5 $7,564.3 $6,951.0 . §$38.7345 .
Notes payable (b).....ccococammervnnnnnn. 1,567.0 80.7 486.3 133.8 866.2
Investment borrowings (c) v 1,3340 339 S 996, o, 2020 E 978.4
Postretirement p]ans () TP Lo1edd, . 37, L T6 .85, 145.1
Operating leases and certain other - '
contractual commi_t'r‘nent_s (&) et 220.1. . 37.5 R s 1 406 40 6 86,5
(5] 7Y U RA $60,564.3 $4,204.3 ﬁ%__;ﬁ; $7 ;;g,gg § 0,810.7
(a) These cash flows represent our estimates of the payments we expect to make to our pohcyholders without

(b)

(¢}

C))

()

" consideration of future premiums or reinsurance recoveries, These estimates are based on numerous assumptlons
(depending on the product type) related to mortality, morbidity, lapses, withdrawals, future premiums, future deposits,
interest rates on investments, credlted rates, expenses and other factors which affect our future payments. The cash
flows presented are undlscounted for interest. ‘As a result, (otal outflows for all years exceed the correspondmg

liabilities of $26.7 bll]ion included in our consolidated balance sheet as of December 31, 2007. As such payments are ’
_based on numerous assumptlons the actual payments may vary szgmf‘ icantly from the’ amounts ShOWn

In estlmatmg the payments we expect o make to our'pohcyholders, we considered the following: .
For products such as immediate annuities and structured settlement annuities without life contmgenc:es the
payment obligation is fixed and determinable based on the terms of the pohcy

e  For products such as universal llfe ordmary life, long “term care, specmed dlsease and fixed rate annurmes the
future payments are not due unul the oceurrence of an insurable event (such as déath or dlsabnhly) ora
“triggering event (such'as'a sun'ender or pamal withdrawal). We estimated these payments usmg actuanal
" models based on historical experience and our expectation of the future payment patterns.

]

*  For short:term insurance products such as Medicare supplement insurance, the future payments relate only to
-amounts necessary to settle all outstanding claims, including those that have been mcurred but not reported as,
of the balance sheet date. We estimated these payments based on our hlstonca] expenence and our expectatlon
of future payment pattems S AR .
. - , B feetd
e The average interest rate we assumed would be credited to our total i msurance Tiabilities (excludmg mterest rate
bonuses for, the first policy year only and excluding the effect of credited rates attnbutable to variable or,
equity-indexed products) over the term of the contracts was 4.7 percent.  ~ ., |, - , .
- N . ' e : s el
Inctudes projected interest payments based on market rates, as applicable, as of December 31,2007. Réfer to the rotes
to the consolidated financial statements entitled “Notes Payable — Direct Corporate Obligations” for additional
information on notes payable. . 1 :
These borrowings primarily represent: (i) the securities issued by a VIE and include prOJecled interest payments based
on market rates, as applicable, as of December 31, 2007; and (ii) collaterallzed borrowings from the Federal Home
Loan Bank of Indianapolis (“FHLBI”).
Includes benefits expected to be paid pursuant to our deferred Edmpenéétibn plan and postretirement plans based on
numerous actuarial assumptions and interest credited at 6.02 percent. ;
Refer to the notes to the consolidated financial statements entitled “Commitments and Contmgencnes for additional

N o
mformat:on on operating leases and certain other comractual comm:tments ‘ . »

LI -
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It is possible that the ultimate outcomes of various uncertainties could affect our liquidity in future periods. For
example, the following events could have a material adverse effect on our cash flows:

¢ An adverse decision in pending or future litigation.

s An inability to obtain rate increases on certain of our insurance products. |
' .

¢  Worse than anticipated claims experience.

e Lower than expected dividends and/or surplus debenture interest payments from our insurance subsidiaries
(resulting from inadequate earnings or capital or regulatory requirements).

*  Aninability to meet and/or maintain the covenants in our Second Amended Credit Facility.
* A significant increase in policy surrender levels,

+ A significant increase in investment defaults.

*  An inability of our reinsurers to meet their financial obligations.

While we seek to balance the duration and cash flows of our invested assets with the estimated duration and cash flows
of benefit payments arising from contract liabilities, there could be significant variations in the timing of such cash flows.
The claim experience on our long-term care business in the Other Business in Run-off segment has been worse than our
original pricing expectations. Although we believe our current estimates property project future claim experience, if these
estimates prove to be wrong, and our experience worsens (as it d1d in some prior periods), our future liquidity could be
adversely affected. :

Liquidity for Insurance Operations

Our insurance companies (other than Conseco Senior) generally receive adequate cash flows from premium
coliections and investment income to meet their obligations. Life insurance and annuity liabilities are generally long-term in
nature. Policyholders may, however, withdraw funds or surrender their policies, subject to any applicable penalty provisions.
We seek to balance the duration of our invested assets with the estimated duration of benefit payments arising from contract
liabilities.

"In the first quarter of 2007, Conseco Life became a member of the FHLBIL. As a member of the FHLBI, Conseco Life
has the ability to borrow on a collateralized basis from FHLBI. Conseco Life is required to hold a certain minimum amount
- 6f FHLBI common stock as a requirement of membership in the FHLBI, and additional amounts based on the amount of
collateralized borrowings. At December 31, 2007, the carrying value of the FHLBI common stock was $22.5 million.
Collateralized borrowings totaled $450.0 million as of December 31, 2007, and the proceeds were used to purchase fixed
maturity securities. The borrowings are classified as investment borrowings in the accompanying consolidated balance sheet.
The borrowings are collateralized by investments with an estimated fair value of $509.0 million at Decémber 31, 2007,
which are maintained in a custodial account for the benefit of the FHLBI. The following summarizes the terms of the
borrowings (dollars in millions}):

Amount Maturity Interest rate
borrowed date at December 31, 2007
* $100.0 November 2015 Fixed rate — 4.890%
100.0 December 2015 Fixed rate — 4.710%
54.0 May 2012 Variable rate — 5.015%
146.0 November 2015 Fixed rate — 5.300%
37.0 . July 2012 Fixed rate — 5.540%
13.0 July 2012 Variable rate — 5.308%

State laws generally give state insurance regulatory agencies broad authority to protect policyholders in their
jurisdictions. Regulators have used this authority in the past to restrict the ability of our insurance subsidiaries to pay any
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dividends or other amounts to any non-insurance company parent without prior approval. We cannot be assured that the
regulators will not seek to assert greater supervision and control over our insurance subsidiaries’ businesses and financial
affairs. . .

In connection with monitoring the financial condition of insurers, certain state insurance departments have requested
additional information from two of the Company’s insurance subsidiaries, Conseco Senior and Conseco Life, because each
such insurance subsidiaty has incurred statutory losses in a 12 month period in excess of 50 percent of its capital and surplus.
The statutory losses of Conseco Life are primarily attributable to a litigation settlement. For further information related to
this case, refer to the caption entitled “Cost of Insurance Litigation” included in the note to our consolidated financial
statements entitled “Commitments and Contingencies”. The statutory losses of Conseco Senior are primarily attributable to
the adverse development of prior period claim reserves, an increase in claims incurred in 2006 and 2007 and strengthening of
statutory active life reserves using the prospective unlocking method (as permitted by insurance regulators), all of which
related to long-term care policies. Based on our discussions with state regulators, we do not expect the regulators to take any
actions against Conseco Senior or Conseco Life that would have a material adverse effect on the financial position or results
of operations of these companies, .

Conseco Senior has not generated sufficient income to cover its expenses and. in the aggregate, Conseco has made
more than $900 million of capital contributions to Conseco Senior since its acquisition in 1996. During 2007, we elected 1o
make capital contributions to Conseco Sentor totaling $202.0 million, including $56.0 million which was accrued at
December 31, 2007 and paid in February 2008. We were under no obligation to make such capital contributions to Conseco
Senior, and we may determine not to make additional contributions in the future. No assurances can be given that we will
make future contributions or otherwise make capital available to Conseco Senior. Absent additional capital contributions,
Conseco Senior will be reliant on actuarially justified premium rate increases to provide it with sufficient capital.

Conseco Senior has been aggressively seeking actuarialiy justified rate increases and pursuing other actions on our
long-term care policies. During the third quarter of 2006, we began a new program to file requests for rate increases on
various long-term care products in the Other Business in Run-off segment as we believe the existing rates were too low to
fund expected future benefits. These filings are expected to be the first of three rounds of rate increase filings for many of the
same policies, and in some cases we requested three years of successive rate increases. Based on recent experience, certain
of the policies in this segment will continue to be unprofitable even if we obtain the three rounds of rate increases, and it is
likely that we will request additional rate increases when the current program is complete. We have chosen to request a
series of smaller rate increases, rather than a single large increase, to limit the impact on a policyholder’s premiums in any
single year. The effects of the first round of rate filings have been partially realized in our premium revenue with the
remaining impact expected to be realized by the end of 2008. In the second quarter of 2007, we began filing requests for the
second round of rate increases on many of the same policies. As of December 31, 2007, almost all of the expected second
round filings had been submitted for regulatory approval, and approximately 42 percent of the expected amounts had been
approved by regulators. The full effect of all three rounds of rate increases may not be fully realized until 2011, [t is possible
that it will take more time.than we expect to prepare rate increase filings and obtain approval from the state insurance
regulators In addition, it is likely that we will not be able to obtain approval for some of the actuarially justified rate
increases currently pending or for the additional rate increases we plan to file especially in light of the magnitude of some .
past premium rate increases and current consumer and regulator,sentiment. Most of our long-term care business is
guaranteed renewable, and, if necessary rate increases are not approved, we may be required to write off all or a portion of
the insurance acquisition costs and establish a premium deﬁciency reserve. If we are unable to raise our premium rates
because we fail to obtain approval for actuarially Justlﬁed rate increases in one or more states, our financial condition and
results of operations could be adversely affected.

During 2007, the ﬁnancia] statemcpts of three of our subsidiaries prepared in accordance with statutory accounting
practices prescribed or permitted by regulatory authorities reflected the establishment of asset adequacy and premium
deficiency reserves primarily related to long-term care and annuity policies. Total asset adequacy and premium deficiency
reserves for Washington National, Conseco Insurance Company and Bankers Conseco Life Insurance Company were $63.8
miilion, $35.9 million and $30.6 million, respectively at December 31, 2007. Due to differences between statutory and
GAAP insurance liabilities, we were not required to recognize a similar premium deficiency reserve in our consolidated
financial statements prepared in accordance with GAAP.

Financial Strength Ratings of our Insurance Subsidiaries
Financial strengih ratings provided by A.M. Best, S&P and Moody’s are the rating agency's opinions of the ability of
our insurance subsidiaries to repay pelicyholder claims and obligations when due.

+
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On August 7, 2007, A.M. Best'downgraded the financial strength ratings of our primary insurance subsidiaries to “B+
{Good)” from “B++ (Good)”, except Conseco Senior, whose “B- (Fair)” rating was downgraded to “C++ {Marginal)”. A.M.
Best also revised the outlook for the ratings of our primary insurance subsidiaries, as well as Conseco Senior, to negative
from stable. The “B+” rating is assigned to companies that have a good ability, in ‘A.M. Best’s opinion, to meet their ongoing
obligations to po]:cyholders The “C++" rating is assigned to companies which.have a marginal ablllty, in A.M. Best's
opinion, to meet their ongoing obligations to poticyholders, but are financially vulnerable to adversé changes in underwriting
and economic conditions. A.M. Best ratings for the industry currently range from “A++ (Superior)” to “F (In Liguidation)” .
and some companies are not rated. An “A++” rating indicates a superior ability to meet ongoing obligations to policyholders.
The “B+" rating and the “C++” rating from A.M. Best are the sixth and ninth highest, respectwely, of sixteen possible .. -
ratings. ' ; .

On August 7, 2007, S&P afﬁrmed the financial strength ratings of “BB+" of our primary insurance subsidiaries,
except Conséeco Senior, whose “CCC” rating was downgraded to “CCC-". S&P also revised the outlook’ for the ratings of our
primary insurance subsidiaries to negative from stable, except for Conseco Senior, whose outlook of negative was affirmed.’
S&P financial strength ratmgs range from “AAA” to “R” and some companies are not rated. Rating categories from “BB” to
“CCC” are classified as “vulnerable”, and pluses and minuses show the relative standing within a category. In S&P’s view,
an insurer rated “BB” has marginal financial security characteristics and although positive attributes-exist, adverse-business
conditions could lead fo an insufficient ability to meet financial commitments. In S&P’s view; an insurér rated “CCC” has
very weak financial security characteristics and'is dependent on favorable business conditions to meet financial
commitments. The “BB+" rating and the “CCC-” rating from S&P are the eleventh and mneteenth hlghest respeCtlvely, of
twenty-one possible ratings. ; . .

The current financial strength ratings of our primary insurance subsidiaries (except Conseco Senior) from Moody’s are
“Baa3” and Conseco Senior’s rating is “Caal”. On September 7, 2007,'Mo_ody’s affirmed the financial stréngth ratings of our
core insurance subsidiaries and Conseco Senior and revised its outlook en all our insurance subsidiaries to negative from
stable. Moody’s financial strength ratings range from “Aaa” to “C”. Rating categories from “Aaa” to “Baa” are classified as
“Secure” by Moody’s and rating categories from “Ba” to “C” are considered “vulnerable” and these ratings'may be ’
supplemented with numbers “I”’, “2”, or “3” to show relative standing within a category. In Moody’s view, an insurer rated
“Baa3” offers adequate financial security, however, certain protective elements may be lacking or may be characteristically -
unreliable over any great length of time. In Moody's view, an insurer rated “Caa” offers very poor financial security and may
default on its policyholder obligations or there may be elements of danger with respect to punctual payment of policyholder
obligations and claims. The “Baa3” rating and the “Caal” rating from Moodys are the tenth arid seventeenth hlghest '
respectively, of twenty-one possible ratings. 2 -

[ L. *

Liquidity of the Holding Companleq - : ! o
. o , .

At December 31, 2007, Conseco Inc. and CDOC hetd urll’CSll"lClCd cash of $84.3 million.: Conseco Int. and CDOC are
holding companies with no business operations of their own; they depend on their operating subsidiaries for cash to make
principal and interest payments on debt, and to pay administrative expenses and income taxes. Conseco and CDOC receive
cash from insurance subsidiaries, consisting of dividends and distributions, principal and interest payments on surplus '
debentures and tax-sharing payments, as well as cash from non-insurance subsidiaries consisting of dividends, distributions,
loans and advances. The principal non-insurance subsidiaries that prowde cash to Conseco and CDOC ate 40/86-Advisors,
which receives fees from the insurance subsidiaries for investment services; and Conseco Services, LI:C which receives fees
from the insurance subsidiaries for providing administrative services. A deterioration in the financial condition, earnings or -
cash flow of the material subsidiaries of Conseco or CDOC for any reason could hinder such subsidiaries” ability to pay cash
dividends or other disbursements to Conseco and/or CDOC, which, in turn, would limit Conseco’s and/or CDOC’s ability to

- meet debt service requirements and satisfy other financial obligations. In addition, we may need to contribute additional

capital to certain insurance subsidiaries to strengthen their surplus and this could affect the ability of our top tier insurance
subsidiary to pay dividends. We made cap:tal contnbunons totalmg $200 0 million to our top tier insurance subsndlary in
2007. : : SR

The ability of our insurance subsidiaries to pay dividends is subject to state insurance department regulations and i3
based on the financial statements of our insurance subsidiaries prepared in accordance with statutory accounting practices
prescribed or permitted by regulatory authorities, which differ from GAAP. These regulations generally permit dividends to
be paid from statutory earned surplus of the insurance company for any 12-month period in amounts equal to the greater of
(orin a few states, the lesser of): (i) statutory net gain from operations or net income for the prior year; or (i1) 10 percent of
statutory capital and surplus as of the end of the preceding year. Any dividends in-excess of these levels require the approval
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of the director or commissioner of the applicable state insurance department. During 2007, our top tier insurance subsidiary
paid dividends of $50.0 million to CDOC., ‘ . -

QOur cash flow may be affected by a variety of factors, many of which are outside of our control, including insurance
and banking regulatory issues, competition, financial markets and other general business conditions. We cannot provide
assurance that we will possess sufficient income and liquidity to meet all of our hquidity requirements and other obligations.

If an insurance company subsidiary were to be liquidated, that liquidation would be conducted following the insurance
law of its state of domicile with such state’s insurance regulator as the receiver for such insurer’s property and business. In
the event of a default on our debt or our insolvency, liquidation or other reorganization, our creditors and stockholders would
have no right to proceed against the assets of our insurance subsidiaries or to cause their liquidation under federal and state
bankruptcy laws. : .

On June 12, 2007, Conseco amended its current credn facility. The amendment of the credit facility prowded for
among other thmgs : :
» an increase of $200.0 million in the principal amount of the facility;
¢  an increase in the general basket for restricted payments in an aggregate amount of up to $300 million over the
term of the facility (of which, only $200 million may be paid in the year commencing June 12, 2007); and

s the Company to be able to request the addition of up to two new facilities or up to two increases in the credit
facility of up to $330 million (but with the commitment increases made between June 12, 2007 and June 12, 2008
limited to $130 million), subject to compliance with certain financial covenants and other conditions. Such -
increases would be effective as of a date that is at least 90 days prior to the scheduled maturity date.

No changes were made-to the interest rate or the maturity schedule of the amounts borrowed under the credit facility.

We are required to make minimum quarterly principal payments of $2.2 million through September 30, 2013. The remaining
unpaid principal balance is due on October 10, 2013. There were no changes o the various financial ratios and balances that
are required to be maintained by the Company. The additional borrowings were used for general corporate purposes, -
including the repurchase of Conseco common stock and the strengthening of the Company’s insurance subsidiaries.

During 2007, we made scheduled principal payments totaling $7.8 million on our Second Amended Credit Facility.
The scheduled repayment of our direct corporate obligations is as follows (dollars in millions):

31,1955

- The Second Amended Credit Facility includes an $80.0 million revolving credit facility that can be used for general -
corporate purposes and that would mature on June 22, 2009. There were no amounts outstanding under the revolving credit
facility at December 31, 2007. The Company pays a commitment fee equa] to .50 percent of the unused portion of the
revolvirg credit facility on an annualized basis. . .

Pursuant to the Second Amended Credit Facility, as long as the debt to total capitalization ratio (as defined in the
Second Amended Credit Facility) is greater than 20 percent or certain insurance subsidiaries (as defined in the Second
Amended Credit Facility) have financial strength ratings of less than A- from A.M. Best, the Company is required to make
mandatory. prepayments with all or a-portion of the proceeds from the following transactions or events including: (i) the’
issuance of certain indebtedness; (ii) equity issuances; (iii) certain asset sales.or casualty events; and (iv) excess cash flows as
defined in the Second Amended Credit Facility (the first such payment, if applicable, would not be paid prior to the first
quarter of 2009). The Company may make optional prepayments at any time in minimum amounts of $3.0 million or any
multiple of $1.0 million in excess thereof. As described in the Second Amended Credit Facility, the Company may reinvest
any portion of the proceeds from asset sales in assets useful to its business, subject to certain restrictions defined in the
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Second Amended Credit Facility. The Company used the majority of the ceding commission received from the annuity
coinsurance transaction to fund the recapture of a block of traditional life insurance inforce.

Under the Second Amended Credit Facility, we may pay cash dividends on our common stock or repurchase our
common stock in an aggregate amount of up to $300.0 million over the term of the facility (of which, only $200.0 million
may be paid in the year beginning June 12, 2007). As further discussed in the note to the consolidated financial statements
entitled “Shareholders’ Equity”, we repurchased 5.7 million shares of our common stock for $87.2 million in 2007 (of which,
$57.6 million was paid in the year beginning June 12, 2007). '

Under our Second Amended Credit Facility, we have agreed to a number of covenants and other provisions that
restrict our ability to engage in various financing transactions and pursue certain operating activities without the prior consent
of the lenders. We have also agreed to meet or maintain various financial ratios. These requirements represent significant
restrictions on the manner in which we may operate our business and our ability to meet these financial covenants may be
affected by events beyond our control: If we default under any of these requirements (subject to certain remedies), the
lenders could declare all outstanding borrowings, accrued interest and fees to be immediately due and payable. If that were
to oceur, we cannot provide assurance that we would have sufficient liquidity to repay or refinance this indebtedness.

The Second Amended Credit Facility is discussed in further detail in the note to the consolidated financial statements
entitled “Notes Payable — Direct Corporate Obligations™.

MARKET-SENSITIVE INSTRUMENTS AND RISK MANAGEMENT

Qur spread-based insurance business is subject to several inherent risks arising from movements in interest rates,
especially if we fail to anticipate or respond to such movements. First, interest rate changes can cause compression of our net
spread between interest earned on investments and interest credited on customer deposits, thereby adversely affecting our
results. Second, if interest rate changes produce an unanticipated increase in surrenders of our spread-based products, we
may be forced to sell investment assets at a loss in order to fund such surrenders. Many of our products include surrender
charges, market interest rate adjustments or other features to encourage persistency; however. at December 31, 2007,
approximately 18 percent of our total insurance liabilities, or approximately $4.8 billion, could be surrendered by the
policyholder without penalty. Finally, changes in interest rates can have significant effects on the performance of our
structured securities portfolio as a result of changes in the prepayment rate of the loans underlying such-securities. We
follow asset/liability strategies that are designed to mitigate the effect of interest rate changes on our profitability. However,
there can be no assurance that management will be successful in implementing such strategies and achieving adequate
investment spreads. . ' : .

We seek (o invest our available funds in a manner that will fund future obligations to policyholders, subject to
appropriate risk considerations. We seek to meet this objective through investments that: (i) have similar cash fiow
characteristics with the liabilities they support; (ii} are diversified among industries, issuers and geographic locations; and
(iii} are predominantly investment-grade fixed maturity securities.

Our investment strategy is to maximize, over a sustained period and within acceptable parameters of risk, investment
income and total investment return through active investment management. Accordingly, our entire portfolio of fixed
maturity securities is available to be sold in response to: (i) changes in market interest rates; (ii) changes in relative values of
individual securities and asset sectors; (iii) changes in prepayment risks; (iv) changes in credit quality outlook for certain
securities; (v) liquidity needs; and (Vi) other factors. From time to time, we'invest in securities for trading purposes, although
such investments are a relatively small portion of our 1otal portfolio.

The profitability of many of our products depends on the spread between the interest eamed on investments and the .
rates credited on our insurance liabilities. In addition, changes in competition and other factors, including the level of
surrenders and withdrawals, may limit our ability to adjust or to maintain crediting rates at levels necessary to avoid
narrowing of spreads under certain market conditions. As of December 31, 2007, approximately 38 percent of our insurance
liabilities had interest rates that may be reset annually; 47 percent had a fixed explicit interest rate for the duration of the
contract; | 1 percent had credited rates which approximate the income earned by the Company; and the remainder had no
explicit interest rates. At December 31, 2007, the average yield, computed on the cost basis of our actively managed fixed
maturity portfolio, was 6.0 percent, and the average interest rate credited or accruing to our total insurance liabilities
(excluding interest rate bonuses for the first policy year only and excluding the effect of credited rates attributable to variable
or equity-indexed products) was 4.7 percent. ’ *
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We use computer models to simulate the cash flows expected from our existing insurance business under various
interest rate scenarios. These simulations help us to measure the potential gain or loss in fair value of our interest rate-
sensitive financial instruments and to manage the relationship between the duration of our assets and the expected duration of
our liabilities. When the estimated durations of assets and liabilities are similar, a change in the value of assets should be
largely offset by a change in the value of liabilities. At December 31, 2007, the adjusted modified duration of our fixed
maturity investments (as modified to reflect payments and potential calls) was approximately 7.6 years and the duration of
our insurance liabilities was approximately 7.9 years. We estimate that our fixed maturity securities and short-term
investments {net of corresponding changes in insurance acquisition costs) would decline in fair value by approximately $490
million if interest rates were to increase by 10 percent from their levels at December 31,2007. This compares to a decliné in
fair value of $515 million based ‘on amounts and rates at December 31, 2006. Our computer simulated calculations include
numerous assumptions, require significant estimates and assume an immediate change in interest rates without any-
management of the investment portfolio in reaction to such change. Consequently, potential changes in value of our financial
instruments indicated by the simulations will likely be different from the actual changes experienced under given interest rate
scenarios, and the differences may be material. Because we actively manage our investments and liabilities, our net exposure
to interest rates can vary over time. ' - . -

We are subject to the risk that our investments will decline in value. This has occurred in the past and may occur
again. During 2007, we recognized net realized investment losses of $155.4 million, which were comprised of: (i) $48.7
million of net losses from the sales of investments {primarily fixed maturities) with proceeds of $7.2 billion; (ii) $33.0
million of writedowns of investments for other than temporary declines in the fair value; and (iii) $73.7 million of
writedowns of investments (which were subsequently transferred pursuant to a coinsurance agreement as further discussed in
the note to the consolidated financial statements entitled “Summary of Significant Accounting Policies™) as a result of our
intent not to hold such investments for a period of time sufficient to allow for any anticipated recovery in value. During
2006, we recognized net realized investment losses of $47.2 million, which were comprised of $24.8 million of net losses
from the sales of investments (primarily fixed maturities) with proceeds of $6.4 billion, and $22.4 million of writedowns of
investments for other than temporary declines in the fair value, During 2003, we recognized net realized investment losses of
$2.9 million, which were comprised of $11.8 million of net gains from the sales of investments (primarily fixed maturities)
with proceeds of $11.5 billion, net of $14.7 million of writedowns of investments for other than temporary declines in the fair
value.

The operations of the Company are subject to risk resulting from fluctuations in market prices of our equity securities.
In general, these investments have more year-to-year price variability than our fixed maturity investments. However, returns
over longer time frames have been consistently higher. We manage this risk by limiting our equity securities to a relatively
small portion of our total investments.

QOur investment in options backing our equity-linked products is closely matched with our obligation to equity-indexed
annuity holders. Market value changes associated with that investment are substantially offset by an increase or decrease in
the amounts added to policyholder account balances for equity-indexed products.

Inflation

Inflation rates may impact the financial statements and operating results in several areas. Inflation influences interest
rates, which in turn impact the market value of the investment portfolio and yields on new investments. Inflation also
impacts a portion of our insurance policy benefits affected by increased medical coverage costs. Operating expenses,
including payrolls, are impacted to a certain degree by the inflation rate.

ITEM 7A. QUANTITATIVE AND QUALITATIVE DISCLOSURES ABOUT MARKET RISK.
The information included under the caption “Market-Sensitive [nstruments and Risk Management” in Item 7.

“Management’s Discussion and Analysis of Consolidated Financial Condition and Results of Operations™ is incorporated
herein by reference.
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ASSETS
2007
Investments:
Actively managed fixed maturities at fair value (amortized cost: ‘
2007 - $20,992.7;, 2006 - 322,946.9) ....coooovieiieeie e $20,510.9
Equity securnities at fair value (cost: 2007 - $34.0; 2006 - $23 DY e e : 345
1 Lo P T (o 0T 1 SO 2,086.0
POMCY JOANS ..ot vt es s et e s e s e st esasennasenes © 3704
Trading SECUMTIES ....cvcvvvierererie e RO 665.8
Other invested a85€1S . .....ccvvvvirinnrnn b e rtrreeenene e eteneeneees E 1343
Total INVESHMENTS. ....ccveeeeevrrreererrieeeerereer i rerrneeans rreerrres N . 23,801.9
Cash and cash equivalents: . . C _ .
CUNIEBEHCIEA ..o bbb 407.5
RESIFICE ..ovvcien s e , 21.1
Accrued investment mcome ............... eeeeeereeetaenanaenaanns SOSS 319.3
Value of policies inforce at the Effective Date... - - 1,722.8
Cost of policies produced ..........c........... SR S 1,423.0
Remsurance receivables..............c.. et ...... " 3,592.8
Income tax assets, net ........... RS N ‘ ettt 1,909.4
Assets held in separate accounts........ [T et e s e eesnrarens 274
NET BSSEES ..ueieeeeie ettt e et e e e b st sr e e ee bbb s e na e s eeseabanntaa 289.6
Total asSets ...ociviriiinieirese e <SOSR URURPT $33,514.8

CONSECO, INC. AND SUBSIDIARIES

CONSOLIDATED BALANCE SHEET
December 31, 2007 and 2006
(Dollars in millions)

{continued on next page)

The accompanying notes are an integral part
of the consolidated financial statements.
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2006
(Restated)

$22,802.9
24.8
1,642.2
412.5
675.2
178.8

25,736.4

3859
24.0
344.5
2,136.5
1,106.7
850.8
1,794.3
289

' 316.0




CONSECO, INC. AND SUBSIDIARIES

CONSOLIDATED BALANCE SHEET {Continued)
December 31, 2007 and 2006 '
(Dollars in millions) '

LIABILITIES AND SHAREHOLDERS® EQUITY

2007 2006
(Restated)
Liabilities:
Liabilities for insurance products:
Interest-Sensitive PIrOQUCES ..........ooiiiivresrerieirreiee e ce e snese st e sr e b e sr e e s e sseesnnas $13,1694 $13,021.1
Traditional ProAUCES ..o oei ettt sttt e r e 12,537.4 12,108.0
Claims payable and other policyholder funds........cccviniiii e 528.0 835.0
Liabilities related 10 SEPArate ACCOUINLS ........cccccoiriimrerrrverrrverererereeresesreraersinressaresesasasses 274 28.9
OLhET HADILIEES. ... cecre et es e ss s e mes e e e sn s e e ne s remee s 510.0 611.8
Investment borrowings : 913.0 418.3
Notes payable ~ direct corporate obligations ... 1.193.7 1.000.8
Total liabilities .......cccvririrccrrenenn. OSSO SST R TRORRR 29.278.9 28.023.9
Commitments and Contingencies (Note 9)A
Sharcholders' equity: o
Preferred SEOCK ...oviiiiirriessiis e secsessss e ee e e eme e e e e aesmc et e e e e e st emnenben e s ansss e ar e g ereprersterens - 667.8
Common stock ($0.01 par value, 8,000,000,000 shares authorized,
shares issued and outstanding: 2007 — 184,652,017; 2006 — 152,165,108) ..c...cccovvnnnn. i.9 1.5
Additional paid-In CapPILal...........cooooivieerereeere ettt eee et st ese e sa et e 4,068.6 3,468.0
Accumulated other COMPIENENSIVE LOSS ... ueveevevremreeierreriesris et sesssse s es e s sessess s ssas (273.3) (72.6)
Retained €armings ........oiviiiiiiiiiiiici s 438.7 635.4
Total shareholders' equity ... e 42359 _4.700.1
Total liabilities and shareholders' equity ... $33.514.8 $32,724.0

The accompanying notes are an integral part
of the consolidated financial statements.
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CONSECO, INC. AND SUBSIDIARIES

CONSOLIDATED STATEMENT OF O'PERATIONS
for the years ended December 31, 2007, 2006 and 2005

{Dollars in millions, except per-share data)

Revenues:
Insurance policy INCOME ... s
Net investment income (loss):
General ACCOUNT ASSELS ... .c.ivirerrerierrreereriesrees e rsesseesseaniasssessresressasraase
Policyholder and reinsurer accounts and other special-purpose
POTEIOIOS .o
Net realized iNVeSIMENE JOSSES .ovvviiiieiiriieeceeee e e e e e e seresne e aieeeans
Fee revenue and other iINCOIME .......ocvvvieirireevseeseeeeesee e e reeesre s e

'

TOtAl FEVENUES........ciiiiiiiriieii i rae s rerssssarssasaasssssasasarasesssrsne

Benefits and expenses:
Insurance policy benefits .......cuvreervininrerin e
INIETESt EXPENSE .vviiimiiiiiiniii it rerrs s rraeraba s s
AMOMIZATION ..vevveeirrenseisirersesseersneec v e e e n e e e e e ses e bes

Loss on extinguishment of debt ... '

Costs related to a litigation settlement ...,
Loss related to an annuity coinsurance transaction...........cccoevveeceeeeenne
Other operating costs and EXPENSES .......c.covrvvrsoririsinresirisoe e o s
Total benefits and expenses .......cocoeeveereeereenens Ceereeseere e ane
Income (loss) before INCOME tAXES ..cveeieiiiieierc e

Income tax expense (benefit):

Tax expense (benefit) on period iINCOME........covvvieviereeneeee
Valuation allowance for deferred tax assets ...

NEt iNCOME (J08S) ..cveieireririr et
Preferred stock dividends......ccvevivinin e
Net income (loss) applicable to common stock ......cocovvveeevennnnnns
Earnings (loss) per common share:
Basic:
Weighted average shares outstanding. ... e
Net INCOME (JOS5).11veeeereeeeerremreresstes st eeren

Diluted:
Weighted average shares outstanding.............ccooinininnn,

Net income (l088)...ooooevieiniie i iereeeene e

2007

$3,167.3
1,517.3
19.3

(155.4)
238

(173.0)

(61.1)
68.0

(179.9)

14.1 -

$ (194.0)

The accompanying notes are an integral part
of the consolidated financial statements,
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2006
{Restated)

£2,989.0
1,435.2
71.2

(47.2)
19.2

AP
oo
]

2005

(Restated)

$2,930.1
1,360.4

(i5.8)
(2.9)

. 24.7

4,326.5

2,830.0
' 583
379.0

37
18.3

151,160,000
$1.82

185,040,000
$1.69




CONSECO, INC. AND SUBSIDIARIES

CONSOLIDATED STATEMENT OF SHAREHOLDERS' EQUITY -
(Dollars in millions)

Common stock Accumulated other
Preferred and additional comprehensive  Retained
Total stock paid-in capital income (loss) earnings

Balance, December 31, 2004 (Restated)..................... $3,8919  $667.8  $2,594.1 $3373 0 $292.7

Comprehensive income, net of tax: '
INEL IRCOMIE. ..ot aesee e ns e 312.7° - - - 312.7
Change in unrealized appreciation (depreciation) ' N
of investments (net of applicable income tax . , . :
benefit of $148.7) oo (265.6) - To- T (265.6) -
Total comprehensive income............ccoeeveeeee, 47.1

Reduction of deferred income tax valuation ' o '
AllOWANEE.......ocoeoceee e e, 585.8 - 585.8 T -
Stock option and restricted stock plans..................... 9.1 - ’ 9.1 - - c-
Reduction of tax liabilities related to various ‘ ' R -
contingencies recognized at the fresh-start : _ S
QALE oottt 1.4 - 1.4 8

Dividends on preferred stock ..o, (38:0) - - = (33.0)
" Balance, December 31, 2005 (Restated)..........ccoeuvne.. 4,497.3 667.8 3,190.4 ' 71.7 '567.4

Comprehensive loss, net of tax: :
 NETINCOME. ottt cnees 106.0 - - - 106.0
Change in unrealized appreciation (depreciation)
of investments (net of applicable income tax

benefit of $77.4) ..o (137.9) - - (137.9) -
Total comprehensive Joss ..o, (31.9)

Adjustment to initially apply SFAS No. 158
related to the unrecognized net loss related
to deferred compensation plan (net of :
applicable income tax benefit of $3.5)........c.ccvvee (6.4) - - (6.4) -

Reduction of deferred income tax valuation
AIOWANCE .o 260.0 - 260.0 - -
Stock option and restricted stock plans................... 124 - 124 - - -

Reduction of tax liabilities related to various
contingencies recognized at the fresh-start

AL oo e 6.7 - 6.7 - -
Dividends on preferred stock ...........c.cooeveieeinee. (38.0) - : - - (38.0)
Balance, December 31, 2006 (Restated)........ooeeceemnas $4,700.1 $667.8 I$3,469.5 $(72.6) $635.4

{continued on following page)

The accompanying notes are an integral part
of the consolidated financial statements.
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CONSECO, INC. AND SUBSIDIARIES

CONSOLIDATED STATEMENT OF SHAREHOLDERS' EQUITY (Continued)
(Dollars in millions)

Common stock Accumulated other
Preferred  and additional  comprehensive  Retained
Total stock paid-in capital  income (loss) earnings

Balance, December 31, 2006 (carried forward
from prior page} (Restated).......cc.oovevivrvrevrvsnnnnn, $4,700.1  §667.8 $3,469.5 $ (72.6) $ 6354

Comprehensive loss, net of tax: )
INEE10SS 1ot (179.9 - - - (179.9)
Change in unrealized appreciation (depreciation) : '

of investments (net of applicable income tax

BEnefit Of $113.0).-.rorvreercrorororororo (202.4) : - 04 -
Total comprehensive l0ss ..., (382.3)

Cost of shares acquired ........ccccoovierervincinesnieneeens (87.2) - (87.2) - -

Stock option and restricted stock plans.................... 14.4 - 14.4 - -

Change in unrecognized net loss related to
deferred compensation plan (net of applicable .
income tax expense of $.9 million).........cccccoceveee 1.7 - - ' 1.7 -
Reduction of tax liabilities related to various '
contingencies recognized at the fresh-start

date in conjunction with adoption'of FIN 48........ © 6.0 - 6.0 - -
Cumulative effect of accounting change pursuant _

10 SOP 05-1 oo 2.7 - - - 2.7
Conversion of preferred stock into common shares . - (667.8) 667.8 - -
Dividends on preferred stock .....oeovvvivviviinicovniiennns (14.1) - - - {i4.1)

Balance, December 31, 2007 .......ccocvirernvicnininicnens $4,2359 & - $4,070.5° | $(273.3) $438.7

The accompanying notes are an integral part
of the consolidated financial statements.
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CONSECO, INC. AND SUBSIb]ARlES

CONSOLIDATED STATEMENT OF CASH FLOWS
for the years ended December 31, 2007, 2006 and 2005
(Dollars in millions)

2007 2006 2005

Cash flows from operating activities:
Insurance poliCy iNCOME ......covvercvvecrrerirerrreenern e sesesisre s ressesessereinsesens $2.818.0 $2,633.4 $ 2,565.3
Net INVESTMENT INMCOME. ...iiiiiiiiiiriiisisiriiiitsisitsienssitssssies1tsseemsssssssssssssss 1,610.0 1,500.5 1,461.0
Fee revenue and other income ... 23.8 19.3° 24.7 .
Net sales (purchases) of trading SECUNLIES .......ivveievrrericvernniennrireeine - (1143) 36.0 165.8 .
Insurance policy benefits........c.oovveevnrivecirrcire e (2,339.6) (2,184.2) . (2,044.8)
INTETESt EXPENSE ....oeeeeeeeeeeeeee et r e eranans (114.7) . (66.9) (40.6)
Policy acquiSItion COSES .....ooooieiiiiiieeece et e enemeees (545.9) (484.7) (400.9)
Other OPErating COSLS. ... ..ecveevrrrriviirisesrrsieresreressrersersesessressesrssssasssssosaes (631.3) (523.7) (596.8)
TAXES «ovveverrerrerererrrererernessessesessesssiesenar s e sassnse e nses s ssnaed eaevereneeresearene (2.7) 1.5 28.4
Net cash provided by operating activities 7033 031.2 1,162.1
' Cash flows from investing activities: e - .
Sa1eS OF INVESIMENES 1..vcovviee e e e et esas s s esans e ersrseresreerin 7,192.9 6,412.1 11,479.9
Maturities and redemptions of iInvestments............ccooiiiieiciieeaee e 948.4 2,038.0 1,4553
Purchases of investments ............ccoeceeeveenn. eertreesrn et e st teara et e ere e e errrrees (9,248.7) (9,490.8) . .. (14,438.0)
Change in restricted CaSh.........ovvvecerviriesisiesinirisrrrsrisrasrssri e 2.9 11.2 o (16.3)
| OBET ... o ivrreresrereraressccisiseinnre e snestoraassessansneseresssassssneserssarssssasessasssesesens (24.2) (21.7) (31.6)
| Net cash used by investing ACtVIties. ... (L1287} (1,051.2) (1,550.7)
Cash flows from financing activities: . y
Issuance of notes payable, Net ..o 200.0 196.7 853.7
Issuance of common stock ..o et s , 34 .o - . .5
Payments to repurchase common stocK...........cocoovoeiiiiieiiecicce e (87.2) - Lo -
Payments on notes payable .................... T (7.8) (48.0) (770.4)
Amounts recetved for deposit productS.........cccovvvenievicnie e 1,852.2 2,067.7 1,709.8
Withdrawals from deposit products ........o..cocveeviniieeniersiiessersssssrsens (1,989.3) (2,014.5) (1,787.0)
Investment bOTTOWINES .....cccovvvveieerinininrereesenerenenens e 4947 - 1032 - (118.8)
Dividends patd on preferred stock............cooevivniiiiiniicciii e (19.0) (38.0) (38.0)
Net cash provided (used) by financing activities ............. S 447.0 268.1 (150.2)
Net increase (decrease) in cash and cash equivalents ...................... . 21.6 . 148.1 (538.8)
Cash and cash equivalents, beginning of year oo eee st eren 3859 . . 2378 776.6
Cash and cash equivalents, end of year .......... . ......... e $ ggz; . 8 3859 ‘_ 3 2318
| .
l ' The accompanying notes are an integral part

of the consolidated financial statements.
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CONSECO, INC. AND SUBSIDIARIES
"Notes to Consolidated Financial Statements

1,  DESCRIPTION OF BUSINESS

Conseco, Inc., a Delaware corporation (“CNQO™), is a holding company for a group of insurance companies operating
throughout the United States that develop, market and administer supplemental health insurance, annuity, individual life
insurance and other insurance products. CNO became the successor to Conseco, Inc., an Indiana corporation (“Old Conseco”
or our “Predecessor”), in connection with our bankruptcy reorganization which became effective on September {0, 2003 (the
“Effective Date™}. The terms “Conseco”, the “Company”, “we”, “us”, and “our” as used in this report refer to CNO and its
subsidiaries or, when the context requires otherwise, Old Conseco and its subsidiaries. .We focus on'serving the senior and
middle-income markets, which we believe are attractive, high growth markets. We sell our products through.three
distribution channels: career agents, professional independent producers (some of whom sell one or more of our product lines
excluswely) and direct marketing,

We manage our business through the following: three primary operating segments, Bankers Life, Conseco Insurance
Group and Colonial Penn, which are defined on the basis of product distribution; a fourth segment comprised of Other
Business in Run-off; and corporate operations. Our segments are described below:

®  Bankers Life, which consists of the business of Bankers Life and Casualty Company (“Bankers Life and Casualty™),
markets and distributes Medicare supplement insurance, life insurance, long-term care insurance, Medicare Part D
prescription drug program, Medicare Advantage products and certain annuity products to the senior market through
approximately 5,100 career agents and sales managers. Bankers Life and Casualty markets its products under its
own brand name and Medicare Part [> and Medicare Advantage products primarily through marketing agreements
with Coventry Health Care (“Coventry™).

s Conseco Insurance Group, which markets and distributes specified disease insurance, Medicare supplement
insurance, and certain life and annuity products to the senior and middle-income markets through approximately 350
independent marketing organizations that represent over 5,200 producing independent agents. This segment markets
its products under the “Conseco” and “Washington National” (a wholly-owned insurance subsidiary of Conseco)
brand names. Conseco Insurance Group includes primarily the business of Conseco Health Insurance Company
(“Conseco Health”), Conseco Life Insurance Company (“Conseco Life”) Conseco Insurance Company and
Washington National Insurance Company (“Washington National™), other than any run-offfong-term care and
major medical insurance |ssued by lhose companies. Such run-off business is included in the Other Business in

" Run-off segment.

e Colonial Penn, vwhich consists of the business of Colonial Penn Life Insurance Company (“Colonial Penn™),
markets graded benefit and simplified issue life insurance directly to customers through television advertising, direct
mail, the internet and telemarketing. Colonial Penn markets its products under its own brand name.

» Other Business in Run-off, which includes blocks of business that we no longer market or underwrite and are

" fnanaged separately from our other businesses: This segment consists of: (i) long-term care insurance sold in prior
years through independent agents; and (ii) major medical insurance. The Other Business in Run-off segment is
primarily comprised of long-term care business issued by Conseco Senior Health Insurance Company (“Conseco
Senior”) and Washington National, subsidiaries that were acquired in 1996 and 1997, respectively. Long-term care
collected premiums represented more than 99 percent of this segment’s total collected premiums in 2007.  °

2. RESTATEMENT OF PREVIOUSLY ISSUED FINANCIAL STATEMENTS

The Company’s management and its audit committee concluded, on February 22, 2008, that we would restate our
financial statements for the years ended December 31, 2006 and 2005, along with affected Selected Consolidated Financial
Data for 2004 and 2003, and quarterly financial information for 2006 and the first three quarters of 2007. Such conclusion was
based on the significance of errors identified in 2007 during the procedures performed in an effort to remediate the material
weakness in internal controls disclosed in our 2006 Form 10-K and subsequent quarterly filings with the U.S. Securities and
Exchange Commission (the “SEC™).

The most significant errors relate to adjustments to insurance policy benefits and the liabilities for insurance products in

the specified disease and life blocks in the Conseco Insurance Group segment and in the long-term care block of business in the
Other Business in Run-off segment identified in"2007 during the aforementioned remediation procedures.
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We reviewed certain actuarial valuation processes for approximately 2,400 types of policy forms, encompassing
insurance products that accounted for more than 80 percent of the total liabilities for the business subject to the remediation
procedures. { : . . . '

., The errors we discovered through our remediation procedures had the effect of reducing shareholders’ equity at
December 31, 2006 by.$20.6 million, as summarized below {dollars in millions):

Understatement

{overstatement) of
P o R : . , shareholders’ equity
- . ) - . at December 31, 2006
Coding errors in actuarial system related to specified disease
return of premium features ............. FF O OO DO PSP $ 256 ()
Error related to certain specified disease-policies for which retunof .
premium is payable upon first occurrence of €laim. oo oeeieiceeciecceeees (15.9) (i)
Error in reserve factors for certain specified disease policies. ............ preriereeeerennrseaest (20.4) (i)
Error related to certain specified disease policies for which return of . _ .
premium benefit is not reduced for elaims ...t e (18.0) (V)
- Inconsistent performance of procedure to identify terminated long-term .
€CAre PORCIES .o s 10.7 (v}
Coding errors in actuarial system related to universal life policies........ccocoecveerivnn. . 79 (v
Error related to certain universal life policies with bonus features ..........coevepeeennene, . (6.5)  (vii)
Errors identified through outlier procedures .........coeevivissiinesiniisiniiiveimnens eveseeneens ‘ (14.4) - (viii)
- Other errors (1.3 ({ix)
Total errors before income tax effect.......oooooieiieieeel fererereeee e nanannas (32.0)
Income tax effect....... LiveerreseesreeeressaneeerasesanTrereeTa T rr e T TR r TN e T T e eeeeaeareteare e s e e ar e nes 11.4
Total errors after INCOME TAX ... ovovcvererere et e $020.6)
(i) The coding in our administrative system related to specified disease policies with a return of premiﬁm feature
) that had been subject to an exchange in the past was inaccurate. , This resulted in an overstatement of insurance
AN policy liabilities. This error relates 1o business in our Conseco Insurance Group segment. The $25.6 million.

total for this item includes the $19.3 million adjustment previously disclosed in Management’s Discussion and
Analysis of Financial Condition and Results of Operations ~ Conseco Insurance Group in our Form 10-Q for
the quarterly period ended March 31, 2007. .

(i) Insurance policy liabilities for certain specified disease policies with a return of premium feature that is payable
upon the earlier of the first occurrence of a covered claim or a specified date had not considered the first
occurrence provision. This error resulted in an understatement of these reserves. This error relates to business
in ovr Conseco Insurance Group seginent.

(iii) A key factor used to determine specified disease insurance liabilities for certain policies sold by one of our

insurance subsidiaries prior to its acquisition by Consecoe was incorrectly set to zero. This resulted in no
insurance policy liability being established for these policies. This error relates to business in our Conseco
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Insurance Group segment. The $20.4 million total for this item includes the $18.3 million adjustment
previously disclosed in Management’s Discussion and Analysis of Financial Condition and Results of
Operations — Conseco Insurance Group in our Form 10-Q) for the quarterly period ended September 30; 2007.

(iv) Insurance policy liabilities for certain specified disease policies with a return of premium provision had been
calculated as if the benefit would be reduced by claims paid during the term of the poticy, when such offset
provision was not applicable to the policies. This error resulted in an understatement of insurance policy
liabilities and relates to business in our Conseco Insurance Group segment,

) The procedures we Liad established to identify terminations of long-term care policies due to the death of the
insured were not being performed in a consistent manner, This error resulted in an overstatement of insurance
policy liabilities and relates to business in our Other Business in Run-off segment.

(vi) Certain coding errors in the actuarial valuation system for universal life policies had resulted in an
overstatement of insurance policy liabilities. This error relates to business in our Bankers Life segment.

(vii) Provisions in certain universal life products that provided-for future bonus credits were not being reflected in
the amortization of the value of policies inforce. These errors resulted in an overstatement of the value of
| policies inforce and relates to our Bankers Life segment. ™

(viii) ~ We perform various procedures in an effort to identify potential errors in our insurance policy liabilities by
reviewing amounts that had unusual reserve or benefit balances." These procedures resulted in the identification
of certain specified disease, long-term care and life policies with incorrect insurance policy liabilities. The

| errors include an understatement of reserves of $9.1 million in our Conseco Insurance Group ségment and $5.3
million in our Other Business in Run-off segment.

(ix) Other miscellaneous errors that resulted in an misstaterient of certain insurance policy liabilities and insurance
intangible balances. No single error resulted in adjustments exceeding $5.0 million. The errors relate to our
Bankers Life, Conseco Insurance Group and Othér Business in Run-off segments.

In addition (as further described in the note to the consolidated financial statements entitled “Summary of Significant
Accounting Policies — Accounting for Long-term Care Premium Rate Increases”) on February 28, 2008, the SEC’s Office of
the Chief Accountant (the “SEC staff”") informed us that the use of a method which prospectively changes reserve assumptions
for long-term care policies when premium rate increases differ significantly from original assumptions is not consistent with the
guidance of Statement of Financial Standards No. 60, “Accounting and Reporting by Insurance Enterprises” (“SFAS 60™).

As a result, if premium rate increases reflect a change in our previous rate increase assumptions, the new assumptions are
not reflected prospectively in our reserves. Instead, the additional premium revenue resulting from the rate increase is
recognized as earned and original assumptions continue to be used to determine changes to liabilities for insurance products
unless a premium deficiency exists.

Our restatement of previously issued financial statements for the year ended December 31, 2006 and quanerl);
information for 2006 and the first three quarters of 2007, includes adjustments to eliminate the use of the prospective revision
methodology.” After the elimination of the additional reserves we established based on the prospective revision methodology,
our liabilities for insurance products for long-term care policies in the two business segments with these blocks (Bankers Life
and Other Business in Run-off) were not deficient in the aggregate, but our estiimates of future earhings indicated that profits
would be recognized in early periods and-losses in later periods. In @ccordance with paragraph 37 of SFAS 60, we are
increasing the liabilities for insurance products over the period of profits, by an amount necessary to offset losses that are"
expected to be recognized in later periods,

. 1
K . .
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During our process to restate our previously issued financial statements, we also corrected previously identified errors,
which had been recognized through cumulative adjustments to previously issued financial statements. We determined that
these errors were immalerial, afier considering the magnitude of the adjustment in relationship to earnings in the period ,
discovered, offsetting adjustments and other factors. We described these adjustments in the Management’s Discussion and
Analysis of Consolidated Financial Condition and Results of Operations of our prior filings, including our 2006 Form 10-K.
The following is a summary of our prior disclosures:

s  During 2006, we determined that we had been carrying insurance liabilities for certain single premium annuities that
were no longer in force in the Bankers Life segment. The error resulted in an overstatement of insurance policy
liabilities of $7.4 million.

e  During 2005, we determined the method that had been used to calculate insurance policy liabilities for future long-term
care benefits on policies with inflation coverage was incorrect. The error resulted in an overstatement of insurance
pollcy liabilities of $6.4 million in the Bankers Life segment.

i, . 1

e In 2005, we identified errors in the calculation of insurance acquisition costs in the Bankers Life segment.. The errors

resulted in an overstatement of insurance acquisition costs of $4.4 million. : !

s During 2006, we discovered that procedures to appropriately identify deceased policyholders on a timely basis and
release the related insurance policy liabilities were not being performed in a consistent manner. The error resulted in an
overstatement of insurance policy liabilities of $4.7 million in the Conseco Insurance Group segment.

s [n 2006, we discovered that we had not been establishing insurance policy liabilities for certain specified disease
coverages and that factors used to determine these liabilities were incorrect. The errors resulted in an understatement of
insurance poli¢y liabilities of $13.3 million in the Conseco Insurance Group segment. This error was offset by a $1.6
million understatement of insurance acquisition costs related to the same policies.

“
.t

» In 2006, we discovered that several errors had been made in estimating claim reserve liabilities for our’long-term care
business in the Other Business in Run-off segment. [In the process of reviewing our claim estimates} we discovered that
some claim liabilities related to policies with inflation riders had been estimated excluding inflation benefits. We also
discovered that some claim tiabilities related to policies providing lifetime benefits had been estimated based on the
assumption the benefit period was limited. We also discovered that some claim liabilities for non-forfeiture benefits had
been estimated based on the original pool of money benefit, rather than pool amounts reduced by benefits previously
paid. These errors resulted in an understatement of claim reserves of $7.1 million.
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- The effects of the restatement adjustments on our consolidated financial statements are as follows:

Consolidated Statement of Operations

'

Year ended December 31, 2006

Adjustinents L -

Accounting for Previously
o As previously Remediation  premium rate identified ‘As
- reported  procedures increases ' - [Tors restated

{Dollars in millions, except per share-data)

Total revenues.......o b it + 344674 - 8 - S w3 - $4.467.4
. ‘Benefits and expenses: - - ' ‘ ‘
Insurance policy benefits .............. 3,068.4 - (5.5) (30.6): g0 3,033.0
Interest Xpense ...........eveeeeenennne. 73.5 - - - 73.5
AMOrtization.........oeeveereeveeveernnnenns 423.4 15 165 . . 2 441.6
Loss on extinguishment of debt.... . 7 - - PR 7
Costs related to tentative

litigation settlement................... 174.7 - A - . 1747

Other operating costs and SRR . R
EXPENSES 1vevvererererneererenseerieresene 574.4 - : - 23 576.7-
Total benefits and expenses ...... 4,315.1 . (4.0) o4 . - 32 4,300.2.
Income before income taxes...... 1523 4.0 : 14.1 - (3-.2)‘ o 167.2
Income tax expense...........coccocecececrnne 55.8 _1.5 } 5.1 (1.2) 612
Net i1COMEcvrrserrerersere S s 965 525 £.90. $2.0)  $1069
. Net income per share - basic .39 345
Net income per share — diluted........... $.38 . - 345
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Year ended December 31, 2005

_.- Adjustments

Accounting for Previously
NPT . + As previously Remediation  premium rate identified As
. reported  procedures. increases errors restated
- e C . (Dollars in millions, except per share data)
I " H . LT ! L
Total revenues. ......ccooeveeevereeeceeeeeenns $4.326.5 $ - $ - .08 - $4.326.5
Benefits and expenses: S S
* Insurance policy benefits ............. . 2,800.6 20.8.° - 86 28300
. Interest expense .........cccceeenn 58.3 - - - 583
Amortization.......ccoceeveivieevieeneenenn 388.4 1.4 ..~ - (10.8) 379.0
Loss on extinguishment of debt.... 3.7 - o -, 3.7
* - Costs related to tentative’ : .. . - . ‘
litigation settlement............... .18.3 - - -, ‘18.3
Other operating costs and
CXPENSES «vvverernirrrieereesereseraeens 553.8 - - (9 552.9
Total benéﬁ_ts and expense..‘...... 3.823.1 222 A . _-'_ K 3.1y ..-38422 -
Income before income taxes...... . 503.4 (22.2) - 3.1 4843
Income tax expense.:..............l. ........... C, 1785  _(8.0) - 1.1 171.6
‘Ne_t INCOME....oveniininnne, S $ 3249 - $(14.2 . §- $§ 20 $ 3127
Net income per share — basic ......... $1.90 31.82
Net income per share — diluted........... 8176 $1.69

LI
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Selected Consolidated Balance Sheet Accounts

December 31, 2006

Adjustments
Accounting for Previously
As previously Remediation premium rate identified As
reported  procedures increases eITors restated
(Dollars in millions, except per share data)

Value of policies inforce at the : :
© Effective Date........ccooeveeniririrenne $2,1372 $18.1 - $(16.5) $(2.3) 82,1365
Income tax assets, net........ccorrvieeenes 1,786.9 1.6 (5.1) 9 .7 1,7943
Total assets............. erveneseere e 32,717.3 29.7 (21.6) (1.4) - 32,7240
Liabilities for insurance products....... 259733 50.3 (30.6) T 25,9930
Additional paid-in capital................... 3,473.2 (4.8)(a) - (4) -3,468.0
Retained earnings.........ccorvrevrnrereeenns 643.2 (15.8) (a) 9.0 635.4

(a) The total effect of the errors discovered through our remediation procedures was a decrease to shareholders equity of

(1.0)

$20.6 million. See table above for details.

. December 31, 2005
Adjustments
Accounting for Previously
As previously Remediation  premium rate identified As
reported  procedures increases €ITors restated
(Dollars in millions, except per share data)
Value of policies inforce at the : . .

Effective Date ......c.coovveecvvvvereene. $2,382.0 $19.6 $ - $(2.1) - $2,399.5
Income tax assets, net...........ccceeeeee.... 1,496.6 13.0 - (.2) 1,509.4
Other assets ......covevvvvveininininnienen, 341.0 - - 23 3433
Total @S5€15..ecviriiiriiiieriseeree e 31,5253 32.6 - - 31,5579
Liabilities for insurance products....... 25,398.9 55.8 - (7 25,454.0
Additional paid-in capital................... 3,194.1 (4.8) . (4) 3,188.9
Retained eamnings...........c.covvevvvrerenens 584.7 (18.4) - 1.1 5674

December 31, 2004
Adjustments
Accounting for Previously
As previously Remediation  premium rate identified As
reported  procedures increases errors restated
{Dollars in millions, except per share data)
Value of policies inforce at the _

Effective Date....c.ccoocoeeevvvvneee. $2,629.6 $21.0 $ - $(15.9)  $2,634.7
Cost of policies produced................... 409.1 - - 17.6 426.7
Income tax assets, net.......oocceeeeveeeeees 967.2 5.0 - RY 973.1
Other assets ..ol 3399 - - 14 3413
Total assets....cooveerveeeeeeeeeeeeeieee e 30,764.6 - 26.0 - 4.0 30,794.6
Liabilities for insurance products....... 25,162.2 350 - 53 25,202.5
Additional paid-in capital................... 2,597.8 (4.8) - (4) 2,592.6
Retained earnings..........cocoevvecreeerennas 297.8 4.2) - )] 292.7
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Selected Consolidated Statement of Cash Flow Amounts T

5 Year ended December 31, 2006
Adjustments
Accounting for Previously
As previously Remediation  premium rate identified As
reported  procedures INCreases . EITors restated
(Doilars in millions, except per share data)

Cash flows from operating activities: - :
NetINCOME.........oeevererrrreeemcrrnsnnenanes $96.5 $2.6 $ 9.0 $2.1) $106.0

Amortization and depreciation........ 480.7 1.5 16.5 25 501.2
- INCOME tAXES ..o eitinenreree e . 57.2 1.4 .51 (1.1) 62.6

Insurance liabilities.........ccccceoeeen... 528.6 (5.5) (30.6) ) 4932 .

Net cash prowded by operatmg . - :
activities.. "931.2 - - - 931.2

Year ended December.31, 2005
Adjustments - _
Accounting for  Previousty
As previously Remediation  premium rate identified As
reported  procedures increases €ITOrS restated
. ' (Dollars in millions, except per share data)

Cash flows from operatmg activities: o .
. Net income.. et 3 3249, §(14.2) $ - . $ 20 $ 312.7

Amortlzatlon and depreciationi........ 410.8 1.4 - (1..7) 400.5
Income taxes ......o.ooovivnieneienieeneenne - 2069 B0 . - . 1.1 200.0
. Insurance liabilities........cooooveiciieenne 391.0 20.8 .- 8.6 420.4
Net cash prowded by operating : . :
activities.. 1,162.1 - - - 1,162.1
" 3. BASIS OF PRESENTATION - c - _.

We prepare our financial statements in accordance with accounting principles generally accepted in the United States of
America (“GAAP™). We follow the accounting standards established by the Financial Accounting Standards Board (“FASB”),
the American Institute of Certified Public Accountants and the SEC.

The accompanying financial statements include the accounts of the Company and its subsidiaries. Our consolidated
financial statements exclude the resuits of matenal transactions between us and our consolidated affiliates, or among our
consolidated afTiliates.

When we prepare financial statements in conformity with GAAP, we are required to make estimates and assumptions
that significantly affect reported amounts of various assets and liabilities and the disclosure of contingent assets and liabilities at
the date of the financial statements and revenues and expenses during the reporting periods. For example, we use significant
estimates and assumptions to calculate values for the cost of policies produced, the value of policies inforce at the Effective
Date, certain investments (including derivatives), assets and liabilities related to income taxes, liabilities for insurance products,
liabilities related to litigation, guaranty fund assessment accruals and amounts recoverable from loans to certain former
directors and former employees. If our future experience differs from these estimates and assumptions, our financial statements
would be materially affected.
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4. SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES - S )
The following summary explains'the significant accounting policies we use to prepare our financial statements,
Investments

We classify our fixed maturity securities into one of three categories: (i) “actively managed” (which we carry at
estimated fair value with any unrealized gain or loss, net of tax and related adjustments, recorded as a component of
shareholders’ equity); (ii) “trading” (which we carry at estimated fair value with changes in such value recognized as trading
income); or (ii1) “held to maturity” (which we carry at amortized cost). We had no fixed maturity securities classified as held
to maturity during the periods presented in these financial statements.

Equity securities include investments in common stock and non-redeemable preferred stock. We carry these investments
at estimated fair value. We record any unrealized gain or loss, net of tax and related adjustments, as a component of
shareholders” equity, When declines in value considered to be other than temporary eccur, we reduce the amomzed cost to
estimated fair value and recognize a loss in the statement of operations. :

Mortgage loans held in our investment portfolio are carried at amortized unpaid balances, net of provisions for estimated
losses. Interest income is accrued on the principal amount of the loan based on the loan’s contractual interest rate. Payment
terms specified for mortgage loans may include a prepayment penalty for unscheduled payoff of the investment. Prepayment
penalties are recognized as investment income when received.

Policy loans are stated at current unpaid principal balances.
. T - . N PR

Certain of our trading securities are held in an effort to offset the portion of the income statement volatility caused by
the effect of interest rate fluctuations on the value of certain embedded derivatives related to our equity-indexed annuity
products and certain modified coinsurance agreements, See the sections of this note entitled “Accounting for Derivatives™
and “Investment Borrowings and Interest Rate Swaps™ for further discussion regarding embedded derivatives and the trading
accounts. In addition, the trading account includes investments backing the market strategies of our multibucket annuity
products. The change in market value of these securities; which is recognized currently in income from policyholder and
reinsurer accounts and other special-purpose portfolios (a component of investment income), is substantially.offset by the
change in insurance policy benefits for these products. Our trading secuntles totaled $665.8 miilion and $675.2 million at
December 31, 2007 and 2006, respectively.

Other invested assets include: (i) certain call options purchased in an effort to hedge the effects of certain policyholder
benefits related to our equity-indexed annuity and life insurance products; and (ii} certain. non-traditional investments.’ We
carry the call options at estimated fair value as further described in the section of this note entitled ““Accounting for
Derivatives”. Nori-traditional investments include investments in certain limited partnerships, which are accounted for usmg
the equity method, and promissory notes, which are accounted for using the cost method. C ;

P
.

We defer any fees received or costs incurred when we originate investments. We amortize fees, costs, discounts and |
premiums as yield adjustments over the contractual lives of the investments without anticipation of prepayments. We consider |
anticipated prepayments on mortgage-backed securities in determining estimated-future yields on such securities. : |

|

When we sell a security (other than trading securities), we report the difference between the sale proceeds and amortized
cost (determined based on specnf' C 1dent1ﬁcatlon) as a realized mvestmem gain or loss

« We regularly evaluate our investments for possible |mpau'ment When we conclude that a declme ina securlty s net
realizable value is. other than temporary, the decline is recogmzed as'a realrzed loss and the cost basw of the security is reduced
to its estimated fair value. ' .

Cash and Cash Equivalents - o A ot o

+

Cash and cash equivalents include commercial paper, invested cash and other investments purchased with original
maturities of less than three months. We carry them at amortized cost, which approximates estimated fair value.
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Cost of Policies Produced - .

The costs that vary with, and are primarily related to, producing new insurance business subsequent to September 10,
2003 are referred to as cost of policies produced. For universal life or investment products, we amortize these costs in relation
to the estimated gross profits using the interest rate credited to the underlying policies. For other products, we amortize these
costs in relation to future anticipated premium revenue using the projected investment earnings rate.

When we realize a gain or loss on investments backing our universal life or investment-type products, we adjust the
amortization to reflect the change in estimated gross profits from the products due to the gain or loss realized and the effect on
future investment yields. We also adjust the cost of policies produced for the change in amortization that would have been
recorded if actively managed fixed maturity securities had been sold at their stated aggregate fair value and the proceeds -
reinvested at current yields. We include the impact of this adjustment in accumulated other comprehensive income w1thm
shareholders’ equity. . I

As of January 1, 2007, we adopted Statement of Position 05-1, “Accounting by Insurance Enterprises for Deferred
Acquisition Costs in Connection with Modifications or Exchanges of Insurance Contracts” (“SOP 05-17). SOP 05-1 provides
guidance on accounting by insurance enterprises for the cost of policies produced on internal replacements of insurance and
investment contracts other than those specifically deseribed in Statement of Financial Accounting Standards No. 97,
“Accounting and Reporting by Insurance Enterprises for Certain Long-Duration Contracts and for Realized Gains and Losses
from the Sale of Investments™. As a result of the adoption of SOP 05-1 and related guidance, if an internal replacement
modification substantially changes a contract, then the cost of policies produced is written off immediately through the
consolidated statement of operations and any new.definable cost associated with the new replacement are deferred as the cost of
policies produced. If a contract modification does not substantially change the contract, the'amortization of the cost of policies
produced on the original contract will contmue and any acquisition costs associated with the related modification are
immediately expensed '

‘We regularly evaluate the recoverability of the unamortized balance of the cost of policies produced. We consider
estimated. future gross profits or future premiums, expected mortality or morbidity, interest earned and credited rates,
persistency and expenses in detérmining whether the balance is recoverable: If we determine a portion of the unamortized
balance is not recoverable, it is charged to amortization expense. In certain cases, the unamortized balance of the cost of
policies produced may not be deficient in the aggregate, but our estimates of future earnings indicate that profits would be
recognized in early periods and losses in later periods. In this case, we increase the amortization of the cost of policies
produced over the penod of prof its, by"an amount necessary to offset losses that are expected to be recognized in the later years.

Value of Pohcles lnforce at the Effective Date "

The value assigned to the right to receive future cash flows from contracts existing at September 10, 2003 is referred to
as the value of policies inforce at the Effective Date. We also defer renewal commissions paid in excess of ultimate
commission levels related to the existing policies in this account. The balance of this account is amortized, evaluated for
recovery, and adjusted for the impact of unrealized gains (losses) in the same manner as described above for the cost of policies
praduced.

The discount rate we’ used to determine the value of the value of policies inforce at the Eﬁ‘ectlve Date was 12 percent.

The Company expects to amortize the balance of the value of pohcnes inforce at the Effectlve Date as of December 31,
2007 as follows:’ 13 percent in 2008,712 percent in 2009, 11 percent in 2010, 7 percent in 2011 and 6 percent in 2012,

Assets Held in Separate Accounts

Separate accounts are funds on which investment income and gains or losses accrue directly to certain policyholders.
The assets of these accounts are legally segregated. They are not subject to the claims that may arise out of any other business
of Conseco. We report separate account assets at market value; the underlying investment risks are assumed by the
contractholders. We record the related liabilities at amounts equal to the separate account assets. We record the fees earned for
administrative and contractholder services performed for the separate accounts in insurance policy income.
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Recognition of Insurance Policy Income and Related Benefits and Expenses on Insurance Contracts

For universal life and investment contracts that do not involve significant mortality or morbidity risk, the amounts

collected from policyholders are considered deposits and are not included in revenue. Revenues for these contracts consist of

charges for policy administration, cost of insurance charges and surrender charges assessed against policyholders’ account
balances. Such revenues are recognized when the service or coverage is provided, or when the policy is surrendered.

We establish liabilities for investment and universal life products equal to the accumulated policy account values,
which include an accumulation of deposit payments plus credited interest, less withdrawals and the amounts assessed against
the policyholder through the end of the period. Sales inducements provided to the policyholders of these products are
recognized as liabilities over the period that the contract must remain in force to qualify for the inducement. The options
attributed to the policyholder related to our equity-indexed annuity products are accountecl for as embedded derivatives as
described in the section of this note entitled “Accounting for Derivatives”.

Traditional life and the majority of our accident and health products {(including long-term care, Medicare supplement
and specified disease products) are Jong duration insurance contracts. Premiums on these products are recognized as
revenues when due from the policyholders.

We also have a small block of short duration accident and health products Premiums on these products are
recognized as revenue over the premium coverage period. '

We establish liabilities for traditional life, accident and health insurance, and life contingent payment annuity products
using mortality tables in general use in the United States, which are modified to reflect the Company’s actual experience
when appropriate. We establish liabilities for accident and health insurance products using morbidity tables based on the
Company’s actual or expected experience. These reserves are computed at amounts that, with additions from estimated
future premiums received and with interest on such reserves at estimated future rates, are expected to be sufficient to meet
our obligations under the terms of the policy. Liabilities for future policy benefits are computed on a net-level premium
method based upon assumptions as to future claim costs, investment yields, mortality, morbidity, withdrawals, policy
dividends and maintenance expenses determined when the policies were issued (or with respect to policies inforce at August
31, 2003, the Company’s best estimate of such assumptions on the Effective Date). We make an additional provision to
allow for potential adverse deviation for some of our assumptions. Once established, assumptions on these products are
generally not changed unless a premium deficiency exists. [n that case, a premium deficiency reserve is recognized and the
future pattern of reserve changes are modified to reflect the relationship of premiums to benefits based on the current best
estimate of future claim costs, investment yields, mortahty, morbidity, withdrawals, policy dividends and maintenance
expenses, determined without an additional provision for potential adverse deviation.

We establish claim reserves based on our estimate of the loss to be incurred on reported claims plus estimates of
incurred but unreported claims based on our past experience.

Accounting for Long-term Care Premium Rate Increases

Many of our long-term care policies were subject to premium rate increases in 2006 and 2007. In some cases, these
premium rate increases were materially consistent with the assumptions we used to value the particular block of business at
the fresh-start date. In other cases, the premium rate increases were materially different from that assumed at the fresh-start
date, leading us to change our best estimates of future actuarial assumptions, With respect to the 2006 premium rate
increases, some of our policyholders were provided an option to cease paying their premiums and receive a non-forfeiture
option in the form of a paid-up policy with limited benefits. In addition, our policyholders could choose to reduce their
coverage amounts and premiums in the same proportion, when permitted by our contracts or as required by regulators. The
following describes how we account for these policyholder options:

s Premium rate increases — If premium rate increases reflect a change in our previous rate increase assumptions, the
new assumptions are not reflected prospectively in our reserves. Instead, the additional premium revenue resulting
from the rate increase is recognized as earned and original assumptions continue to be used to determine changes to
liabilities for insurance products unless a premium deficiency exists.
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¢  Benefit reductions — A policyholder may choose reduced coverage with a proportionate reduction in premium, when
permitted by our contracts. This option does not require additional underwriting. Benefit reductions are treated as a
partial lapse of coverage, and the balance of our reserves and deferred insurance acquisition costs is reduced in
propottion to the reduced coverage. -

e  Non-forfeiture benefits offered in conjunction with a rate increase - In some cases, non-forfeiture benefits are
offered to policyholders who wish to lapse their policies at the time of a significant rate increase. In these cases,
- exercise of this option is treated as an extinguishment of the original contract and issuance of a new contract. The
balance of our reserves and deferred insurance acquisition costs are released, and a reserve for the new contract is
established.

e  Florida Order — In 2004, the Florida Office of Insurance Regulation issued an order to our subsidiaries in the Other
Business in Run-off segment regarding their long-term care business in Florida. The order required them to offer a
choice of three alternatives to holders of home health care pollcws in Florida subject to premium rate increases as
follows::

- e retention of their current policy with a rate increase of 50 percent in the first year and actuarially justified
increases in subsequent'years; - v

¢+ receiptofa replacement policy with reduced benefits and a rate increase in the first year of 25 percenl and no
more than 15 percent in subsequent years; or

*  receipt ofa paid-up policy, al]owmg the holder to file future claims up to 100 percent of the amount of
premiums paid since the inception of the policy.

Reserves for all three groups of policies under the order were prospectively adjusted using a prospective revision
methodology, as these alternatives were required by the Florida Office of ]nsurance Regulatlon These policies had
no insurance acquisition costs established at the Effective Date.
Some of our policyholders may receive a non-forfeiture benefit if they cease paying their premiums pursuant to their
original contract (or pursuant to changes made to their original contract as a result of a litigation settlement made prior to
the Effective Date or an order issued by the Florida Office of Insurance Regulation). In these cases, exercise of this
option is treated as the exercise of a policy benefit, and the reserve for premium paying benefits is reduced, and the
reserve for-the non-forfeiture benefit is adjusted to reflect the election of this benefit.

+
'

Accounting for marketing and reinsurance agreements with Coventry
Prescription Drug Benefit

The Medicare Prescription Drug, Improvement and Modernization Act of 2003 provided for the introduction of a
prescription drug benefit (“PDP™). In order to offer this product to our current and potential future policyholders without
investing in management and infrastructure, we entered into a national disiribution agreement with Coventry to use our career
and independent agents to distribute Coventry’s prescription drug plan, Advantra Rx. We receive a fee based on the
premiums collected on plans sold through our distribution channels. In addition, Conseco has a quota-share reinsurance
agreement with Coventry for Conseco enrollees that provides Conseco with 50 percent of net premiums and related policy
benefits subject to a risk corridor. The Part D program was effective January 1, 2006,

The following describes how we account for and report our PDP business:
Cur accounting for the national distribution agreement
e We reeognize distribution and licensing fee income from Coventry based upon negotiated percentages of collected
premiums on the underlying Medicare Part D contracts. This fee income is recognized over the calendar year term

as premiums are collected.

e We also pay commissions to our agents who sell the plans on behalf of Coventry. These payments are deferred and
amortized over the remaining term of the initial enrollment period {the one-year life of the initial policy).
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Qur accounting jor the quota-share agreement : PR N

s i

*  We recognize premium revenue evenly over the period of the underlying Medicare Part D contracts.

e  We recognize policyholder benefits and ceding commission expense as incurred.. x
Lt X . R N

1 L2

¢  We recognize risk-share premrum adjustments consrstent with Coventry s nsk share agreement wnh the Centers for
Medicare and Medicaid Services. ' s - . oot

Private-Fee-For-Service
Conseco expanded its strategic allrance with Coventry by entermb into a. natronal dlstrlbutlon agreement under which
our career agents began distributing Coventry’s Private-Fee-For-Service (“PFFESY) plan; beginning January 1, 2007. The
Advantra Freedom product is a Medicare Advantage plan designed to provide seniors with more choices and better coverage
at lower cost than original Medicare and Medicare Advantage plans offered through HMOs. Under the agreement, we
receive a fee based on the number of PFFS plans.sold through our distribution channels. 1n addition, Consecq has a quota-
share reinsurance agreement with Coventry for Conseco enrollees that prowdes Conseco in 2007 with approximately 50
percent of the net premtums and related profits.

We receive distribition fees from Coventry and we pay sales commissions to our dgents for these enrollments. In

addition, we participate at an approxrmately 50 percent level in the income (loss) related to thls busmess pursuant to a quota-
share agreement with Coventry, :

4]

The following summarizes our accountmg and reporting practices for the PFES business.
[ . . T v . . i oL

Om‘ accounting for the dtstrrbunon agreement . - oo Lo

»  We receive distribution income from Coventry-and other parties based on a fixed fee per PFFS
. contract. This income is deferred and recognized over the remaining calendar year term of the initial .
enrollment period. o o e

¢  We also pay commissions to our agents who sell the plans on behalf of Coventry and other parties.
These payments are deferred and amortized over the remammg term of the initial enrol]mem period
(the one-year life of the initial policy). c . _ C

Our accounting for the quota-share agreement -
e We recognize revenue evenly over the period of the underlying PFFS contracts. - ' . :
“.e  We recognize policyholder benefits and cedirig commission expense as incurred. * -

Large Group Private-Fee-For-Service Block T . ’

Effective July 1, 2007, Conseco entered into a quota-share reinsurance agreement with Coventry related to the PFFS
business written by Coventry under one large group policy. Conseco receives 50 percent of the net premiums and related
profits associated with this business as long as the ceded revenue margin (as defined in the quota-share reinsurance .
agreement) is less than or equal to five percent. Conseco receives 25 percent of the net premiums and related profits on the
ceded margin in excess of five percent. <

Reinsurance . e . R 2

[n the normal course of business, we seek to limit our loss exposure on any single insured or to certain groups of
policies by ceding reinsurance to other insurance enterprises. We currently retain no more than $.8 million of mortality risk
on any one policy. We diversify the risk of reinsurance loss by using,a number of reinsurers that have strong claims-paying
ratings. In each case, the ceding Conseco subsidiary is directly liable for claims reinsured even if the assuming company is
unable to pay.
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The cost of reinsurance on life and health coverages is recognized over the life of the reinsured policies using
assumptions consistent with-those used to account for the underlying policy. The cost of reinsurance ceded totaled 5206.5
million, $213.3 million and $232.2 million in 2007, 2006 and 2005, respectively. We deduct this cost from insurance policy
income. Reinsurance recoveries netted against insurance policy benefits totaled $353.4 million, $231.0 million and $231.6
million in 2007, 2006 and 2005, respectively.

From time-to-time, we assume insurance from other companies. Any costs associated with the assumption of
insurance are amortized consistent with the method used to amortize the cost of policies produced described above.
Reinsurance premiums assumed totaled $322.7 million, $130.3 million and $60.1 million in 2007, 2006 and 2005,
respectively. Reinsurance premiums included amounts assumed pursuant to marketing and quota-share agreements with
Coventry of $271.4 million and $74.4 million in 2007 and 2006, respectively. The increase in premiums assumed under
these agreements in 2007 resulted from two new agreements: (i) we are assuming approximately 50 percent of the PFFS
business marketed by our career agents pursuant to a marketing and distribution agreement with Coventry effective January
1, 2007; and (ii) we are assuming 50 percent of the PFFS business written by Coventry under one large group policy effective
July 1, 2007.

1

See the section of this note entitled “Accounting for Derivatives” for a discussion of the derivative embedded in the

payable related to certain modifiéd coinsurance agreements. '

¢
r

On October 12, 2007, we completed a transaction to coinsuré 100 percent of most of the colder inforce equity-indexed
annuity and fixed annuity business of three of our insurance subsidiaries with Reassure America Life Insurance Company
(“REALIC™), a subsidiary of Swiss Re Life & Health America Inc. The transaction was recorded in our financial statements
on September 28, 2007, the'date the parties were bound by the coinsurance agreement and all regulatory approvals had been
obtained. In the transaction, REALIC: (i) paid a ceding commission of $76.5 million; and (ii) assumed the investmént and
persistency risk of these policies. Our insurance subsidiaries ceded approximately $2.8 billion of policy and other reserves to
REALIC, as well as-transferred the invested assets backing these policies on October 12, 2007. Qur insurance subsidiaries
remain primarily liabie to the policyholders in the event REALIC does not fulfill its obligations under the agreements.
Accordingly, our insurance liabilities continue to include the amounts ceded for these policies, which is offset by a
corresponding amount in reinsurance receivables. The increase in reinsurance receivables from December 31, 2006 to
December 31, 2007 is largely attributable to this remsurance agreement. The coinsurance transaction has an effective date of
January 1, 2007

r

Pursuant to the terms-of'the annuity coinsurance agreement, the ceding commission was based on the January 1, 2007
value of the assets and liabilities related to the ceded block. The earnings (loss) afier income taxes on the business from
January 1, 2007 through September 28, 2007, resulted in increases (decreases) to the loss calculated as of January 1, 2007.
Such after-tax earnings (loss) include the market value declmes on 1nvested assets transferred to the reinsurer occurring
during the first three quarters of 2007

‘ I

The following summarizes the profits and losses recognized on this business in 2007 (dollars in millions):

2007
Net earnings on the block before tax ... $ 170
Realized investment losses, ﬁet of amortization of insurance intangibies .........cccoeceiciinnn (40.6)
Loss related to the annuity coinsurance EANSACHON. . eveeerrerereeeserererersseseseseeseserereeeseesan . _(76.5)(a)
Net 1055 before iNCOME LAXES ....o.oveeeeeceeteececvevreareederessesesassearssssessrsressnssssssnnsesesreseorsasaenenees BLO0LT)
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) . \ I
(a) Amount represents the net loss before income taxes recognized on the annuity coinsurance transaction during 2007,
including the earnings and losses on the block during that period and the loss recognized upon completion of the
transaction. The following summarizes the components of the loss before income taxes (dollars in millions):

. B

Assets received (transferred)

INVESHMENES ......ecoverivenerieenerren e sesiessbesnone . $(2,560.8)
-Accrued investment income (28.7)
- Value of policies inforce at the Effective Date .. (198.9)
Caost of policies produced.... ‘ (20.5)
Reinsurance receivables...... 2,764.3
Other ..o (31.9) .
Net loss befote income taxes .........., Cerereeeaens $_ (76.5)

In 2007, we completed the recapture of a block of traditional life insurance in force that had been ceded in 2002 to I
REALIC. In the transaction, which had an effective date of October 1, 2007, Colonial Penn paid REALIC a recapture fee of
$63 million. The recapture of this block resulted in a $2.8 million gain accounted for as a reduction to insurance pollcy
benefits. Colonial Penn recaptured 100 percent of the liability for the future benefits previously ceded, and will recognize
profits from the block as they emerge over time. Colonial Penn already administers the policies that were recaptured.

As summarized above under “Accounting for marketing and reinsurance agreements with Coventry”, we.assume
reinsurance from Coventry related to a portion of the PDP and PFFS business written through our distribution channels. In
addition, we have assumed 50 percent of the PFFS business written by Coventry under one large',group__pqlicy. '

Income Taxes

) Ouvri mcome tax expense includes deferred income taxes arising from lemporary differences between the ﬁnancnal
reporting and tax bases of assets and liabilities, capital loss.carryforwards and net operating loss carryforwards (“NOLs”)
We evaluate the reahzablllty of our deferred i Income tax assets and assess the need for a valuation allowance on an ongoing
basis. In evaluating our deferred income tax assets, we consider whether it is more likely than not that the deferred income
tax assets will be realized. The ultimate realization of our deferred income tax assets depends upon generating sufficient
future taxable income during the periods in which our temporary differences become deductible and before our capital loss
carryforwards and NOLs expire. This assessment requires significant judgment. However, recovery is dependent on
achieving such pl’Q]CCthﬂS and failure to do so would result in an increase in the valuation allowance in a future period. Any
future increase in the valuation allowance would result in additional income tax expense and reduce shareholders’ equ:ty, and
such an'increase could have a significant impact upon our earnings in the future. In addition, the use of the Company §
NOLs is dependent, in part, on whether the Internal Revenue Service (the “IRS™) does not take an adverse | position in the
future regarding the tax position we have taken in our tax returns with respect to the allocation of cancellation of
indebtedness income, which is further described in the note entitted “Income Taxes”.

Based upon information existing at the time of our emergence from bankruptcy, we established a valuation allowance
against our entire balance of net deferred income tax assets as we believed that the realization of such net deferred income tax
assets in future periods was uncertain. During 2005 and 2006, we concluded that it was no longer necessary to hold certain
portions of the previously established valuation allowance. Accordingly, we reduced our valuation allowance by $585.8
million and $260.0 million in 2005 and 2006, respectivety. However, we are required to continue to hold a valuation
allowance of $672.9 million at December 31, 2007 because we have determined that it is more likely than not that a portion
of our deferred tax assets will not be realized. This determination was made by evaluating each component of the deferred
tax asset and assessing the effects of limitations or interpretations on the value of such component to be fully recognized in .
the future.

Investment Borrowings
In the first quarter of 2007, one of the Company’s insurance subsidiaries (Conseco Life) became a member of the

Federal Home Loan Bank of Indianapolis (“FHLBI”). As a member of the FHLBI, Conseco Life has the abitlity to borrow on
a collateralized basis from FHLBI. Conseco Life is required to hold a certain minimum amount of FHLBI common stock as
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a requirement of membership in the FHLBI, and additional amounts based on the amount of the borrowings. At December
31, 2007, the carrying value of the FHLBI common stock was $22.5 million. Collateralized borrowings from the FHLBI
totaled $450.0 million as of December 31,2007, and the proceeds were used to purchase fixed maturity securities. The
borrowings are classified as investment borrowings in the accompanying consolidated balance sheet. The borrowings are
collateralized by investments with an estimated fair value of $509.0 million at December 31, 2007, which are maintained in a
custodial account for the benefit of the. FHLBI. Conseco Life recognized interest expense of $16,7 million in 2007 related to
the borrowings. The following summarizes the terms of the borrowings (dollars in millions):

' Amount . Maturity Interest rate '
borrowed .- date . at December 31, 2007 ‘
$100.0 November 2015 | Fixed rate — 4.890% : '
100.0 December 2015 Fixed rate — 4.710% . .
54.0 May 2012 Variable rate — 5.015% : .
146.0 , November 2015 Fixed rate — 5.300%
. 37.0 ‘ July 2012, Fixed rate — 5.540%
13.0 July 2012 Variable rate — 5.308%

At December 31, 2007, investment borrowings consisted of: (i) collateralized borrowings from the FHLBI of $450.0
million; (1t) $452.3 millton of securities issued to other entities by a variable interest entity which is consolidated in'our
financial statements as further discussed in the note to the consolidated financial statements entitled “Investment in a
Variable Interest Entity”’; and (iii) other borrowings of $10.7 miilion. - . I

At December 31, 2006, inyestment borrowings consisted of: (i) $406.8 million of securities issued to other entities by
a variable interest entity which is consolidated in our financial statements; and (ii) other borrowings of $11.5 million.’

Accounting for Derivatives

-Our equity-indexed annuity products provide a guaranteed base rate of return and a higher potential return that is based
on a percentage (the “participation rate”) of the amount of increase in the value of a particular index, such as the Standard &
Poor’s 500 Index, over a specified period. Typically, at the beginning of each policy year, a new index period begins. We
are able to change the participation rate at the beginning of each index period, subject to contractual minimums. We typically
buy call options on the applicable indices in an effort to hedge potential increases to poticyholder benefits resulting from
increases in the particular index to which the product’s retumn is linked. Policyholder account balances for these annuitics
fluctuate in relation to changes in the values of these options. We reflect changes in the estimated market value of these
options in net investment income (classified as investment income from policyholder and reinsurer accounts and other
special-purpose portfolios). Net investment income (loss) related to equity-indexed products was $(8.5) millian, $40.4.
miltion and $(14.6) million during 2007, 2006 and 2003, respectively. These amounts were substantially offset by the
corresponding charge to insurance policy benefits, The estimated fair value of these options was $51.2 million and $93,7
million at December 31, 2007 and 2006, respectively. We classify these instruments as other invested assets. Pursuant to the
annuity coinsurance agreement described above, we continue to hold $11.9 million of these options for the benefit of the ,
assuming company until such options expire. All future cash flows (including any increases (decreases) in fair value) from
these options are transferred to the assuming company. Such options are included in other invested assets, and we have
established a liability for the amount dye to the assuming company upon their expiration, based.on the December 31, 2007
estimated market value of these options. .

The Company accounts-for the options attributed to the policyholder for the estimated life of the annuity contract as
embedded derivatives as defined by Statement of Financial Accounting Standards No. 133, “Accounting for Derivative
Instruments and Hedging Activities”, as amended by Statement of Financial Accounting Standards No. 137, “Deferral of the
Effective Date of FASB Statement No. 133" and Statement of Financial Accounting Standards No. 138, “Accounting for
Certain Derivative Instruments and Certain Hedging Activities”. We record the changes in the fair values of the embedded
derivatives in current earnings as a component of policyholder benefits. The fair value of these derivatives, which are
classified as “liabilities for interest-sensitive products”, was $353.2 million (including $156.9 million which was ceded
pursuant to an annuity coinsurance transaction as further described above under the caption “Coinsurance Transaction”) and
$275.3 million at December 31, 2007 and 2006, respectively. We maintain a specific block of investments which are equal to
the balance of these liabilities in our trading securities account, which we carry at estimated fair value with changes in such
value recognized as investment income (classified as investment income from policyholder and reinsurer accounts and other
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special-purpose portfolios). The change in value of these trading securities attributable to interest fluctuations will generally
offset the change in the value of the embeddeéd derivative provided corporate spreads remain constant.

If the counterparties for-the derivatives we-hold fail to meet their obligations, we may have to recognize a loss. We limit
our exposure to such a loss by diversifying among several counterparties believed to be strong and creditworthy, At December
31, 2007, all of our counterpartics were rated “A” or higher by Standard & Poor’s Corporation (*S&P”).

Certain of our reinsurance payable balances contain embedded derivatives as defined in SFAS No. 133
Implementation Issue No. B36, “Embedded Derivatives: Modified Coinsurance Arrangements and Debt Instruments that
Incorporate Credit Risk Exposures that are Unrelated or Only Partially Related to the Creditworthiness of the Obligor of
Those [nstruments”. Such derivatives had an estimated fair value of $(1.0) million and $9.6 million at December 31, 2007
and 2006, respectively. We record the change in the fair value of these derivatives as a component of investment income
(classified as investment income from policyholder and reinsurer accounts and other special-purpose portfolios). We
maintain a specific block of investments related to these agreements in our trading securities account, which we carry at
‘estimated fair value with changes in such value recognized as investment income (also classified as investment income from
policyholder and reinsurer accounts and other special-purpose portfolios). The change in value of these trading securities
attributable to interest rate fluctuations will generally offset the change in value of the embedded derivatives provided
corporate spreads remam constam

Multlbucket Annmty Product

The Company 5 multlbucket annulty is a fixed annuity product that credits interest based on the experience ofa
particuiar market strategy. Policyholders allocate their annuity premium payments to several different market strategies based
on different asset classes within the Company’s investmient porifolio. 'Interest is credited to this product based on the market
return of the given strategy, léss management fees, and funds may be moved between different strategies. The Company
guarantees a minimum return of premium plus approximately 3 percent per annum over the life of the contract. The
investments backing the market strategies of these products are designated by the Company as trading securities. The change in
the fair value of these securities is recognized currently in investment income (classified as income from policyholder and
reinsurer accounts), which is substantially offset by the change in insurance policy benefits for these products.. As of December
- 31, 2007 we hold i insurance Ilabllmes of $99. 0 niillion related to multlbucket annuity products

Stock B:_ased Compensatmn

Prior to January 1, 2006, we measured compensation cost for our stock option plans using the intrinsic value method
pursuant to Accounting Principles Board Opinion No. 25; *Accounting for Stock Issued to Employees™ and related
interpretations (“APB 25™). Under this method, compensation cost was recorded when the quoted market price at the grant
date exceeded the amount an employee had to pay to acquire the stock. When the Company issued employee stock options
with an exercise price equal to or greater than the market price of our stock on the grant date, no compensation cost was
recorded. Statement of Financial Accounting Standards No. 123, “Accounting for Stock-Based Compensation” (“SFAS -
123"y and Statement of Financial Accounting Standards No. 148, “Accounting for Stock-Based Compensation — Transition
and Disclosure” requrred disclosures of the pro forma effects of using the fair value method of accounting for stock options.

In December 2004, the FASB issued Statement of Financial Accounting Standards No. 123 (revised 2004) “Share-
Based Payment” (“SFAS 123R”), which revised SFAS 123 and superseded APB 25. SFAS 123R provided additional
guidance on accounting for share-based payments and required all such awards to be measured at fair value with the related
compensation cost recognized in the statement of operations over the related service period. Conseco implemented SFAS
123R using the modified prospective method on January 1, 2006. Under this method, the Company began recognizing
compensation cost for all awards granted on or after January 1, 2006. 1n addition, we are required to recognize compensation
cost over the remaining requisite service period for the portion of outstanding awards that were not vested as of January 1,
2006 and were not previously expensed on a pro forma basis pirsuant to SFAS 123. In accordance with the modified
prospective transition method, our consolidated financial staterments for prior periods have not been restated to reflect
compensation cost determined under the fair value method. SFAS 123R also requires the benefits of tax deductions in excess’
of recognized compensation cost to be reported as a financing cash flow rather than as an operating cash -flow, as previously
required. Durtng 2007 and 2006, we did not capltallze any stock- based compensatlon expense as cost of policies produced or
any other asset category. : :

. . [
i ' . .
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Fair Values of Financial Instruments ’ . ' '
We use the following methods and assumptions to determine the estimated fair values of financial instruments:

* investment securities. For fixed maturity securities (including redeemable preferred stocks) and for equity.and trading
securities, we use quotes from independent pricing services, where available. For investment securities for which such
quotes are not available, we use values obtained from broker-dealer market makers or by discounting expected future
cash flows using a current market rate appropriate for the yield, credit quality, and, for fixed maturity securities, the
maturity of the investment being priced.

Cash and cash equivalents. The carrying amount for these instruments approximates their estimated fair value.

Mortgage loans and policy loans. We discount future expected cash flows for loans included in our investment portfolio
- based on interest rates currently being offered for similar loans to borrowers with similar credit ratings. We aggregate

loans with similar characteristics in our calculations. The market value of policy loans approximates their carrying

value. © : - S

Other invested assets.  We use quoted market prices, where available. When quotes are not available, we estimate the

fair value based on discounted future expected cash flows or independent transactions which establish a value for our

investment. When we are unable to estimate a fair value, we assume a market value equal to carrying value.

L. . ! v *
Insurance liabilities for interest-sensitive products. We discount future expected cash flows based on interest rates
currently being offered for similar contracts with similar maturities.

"Investment borrowings and notes payable. For publicly traded debt, we use current market values. For other notes, we
use discounted cash flow analyses based on our current incremental borrowing rates for similar types of borrowing
arrangements. '

The estimated fair values of our financial instruments at December 31, 2007 and 2006, were as follows {dollars in
millions): ' s ‘

2007 2006

Carrying - Fair Carrying Fair
Amount Value Amount Value
' (Restated)
Financial assets: : .

‘Actively managed fixed Maturities........overuerrerorererccerenerencnninnss s $20,510.9 $20,510.9 $22,802.9 $22,802.9
EQUILY SECUTITIES ..uvvevocecvceeceteesece e censses s st s s sanens 34.5 345 24.8 © 248
MOEAZE lOANS. ...t 2,086.0 2,137.0 16422 1,684.7
Policy loans ................] OO 370.4 370.4 412.5 4125 -
Trading SECUTILES ........ooveeverererseseereacerevecean, ettt eneaen 665.8 665.8 675:2 ©675.2
Other invested aSSES ..o e 1343 1343 178.8 178.8°
Cash and cash equivalents..............ocotoiii.. 428.6l 428.6 409.9 409.9

Financial liabilities:
Insurance liabilities for interest-sensitive ' :
PROQUCTS (B) .u.vvrvreieeieceressessesseesessen s s st sssssssssssssssssssssssessassans $13,169.4  $13,169.4  $13,021.1 $13,021.Y
[nvestment BOITOWINES ......ccoceeerreee e s seenees 913.0 913.0 4183 4183
Notes payable — direct corporate obligations ..........cccovvvnvniiininnne 1,193.7 "1,156.8 1,000.8 999.8

(a) The estimated fair value of insurance liabilities for interest-sensitive products was approximately equal to its carrying
value at December 31, 2007 and 2006. This was because interest rates credited on the vast majority of account balances
approximate current rates paid on similar products and because these rates are not generally guaranteed beyond one year.
Sales Inducements

Certain of our annuity products offer sales inducements to contract holders in the form of enhanced crediting rates or
bonus payments in the initial period of the contract. Certain of our life insurance products offer persistency bonuses credited
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to the contract holders balance after the policy has been outstanding for a specified period of time. These enhanced rates and
persistency bonuses are considered sales inducements under Statement of Position 03-01 “Accounting and Reporting by
Insurance Enterprises for Certain Nontraditional Long-Duration Contracts and for Separate Accounts”. Such amounts are
deferred and amortized in the same manner as the cost of policies produced. Sales inducements deferred totaled $52.4
million, $64.0 million and $49.2 million in 2007, 2006 and 2005, respectively. Amounts amortized totaled $18.4 million,
$19.1 million and $17.8 million in 2007, 2006 and 2005, respectively. The unamortized balance of deferred sales |
inducements was $149.0 million and $115.0 million at December 31, 2007 and 2006, respectively. The balance of insurance
liabilities for persistency bonus benefits was $252.8 million and $296.3 million at December 31, 2007 and 2006, respectively.

Recently Issued Accounting Standards
Pending Accounting Standards

In December 2007, the FASB issued Statement of Financial Accounting Standards No. 160, “Noncontrolling Interests in
Consolidated Financial Statements, an amendment of ARB No. 51" ("SFAS 160™), which establishes new standards governing
the accounting for and reporting of noncontrolling interests (previously referred to as minority interests). SFAS 160 establishes |
reporting requirements which include, among other things, that noncontrolling interests be reflected as a separate component of
equity, not as a liability. [t also requires that the interests of the parent and the noncontrolling interest be clearly identifiable.
Additionally, increases and decreases in a parent’s ownership interest that leave control intact shall be reflected as equity
transactions, rather than step acquisitions or dilution gains or losses. SFAS 160 is effective for fiscal years beginning on or
after December 15, 2008 and early adoption is prohibited. We do not expect the initial adoption of SFAS 160 to be material to
our financial position or results of operations. '

In December 2007, the FASB issued Statement of Financial Accounting Standards No. 141 (revised 2007), “Business
Combinations” (“SFAS 141R”). SFAS 141R requires the acquiring entity in a business combination to recognize all assets
acquired and liabilities assumed in a transaction at the acquisition date fair value, with certain exceptions. Additionally, SFAS
141R requires changes to the accounting treatment of acquisition related items, including, among other items, trarisaction costs,
contingent consideration, restructuring costs, indemnification assets and tax benefits, SFAS [41R also provides for a
substantial number of new disclosure requirements, SFAS 141R is effective for business combinations initiated on or after the
first annual reporting period beginning after December 15, 2008 and early adoption is prohibited. We expect that SFAS 141R
will have an impact on our accounting for future business combinations once the statement is adopted but the effect is
dependent upon acquisitions, if any, that are made in the future,

In February 2007, the FASB issued Statement of Financial Accounting Standards No. 159, “The Fair Value Option for
Financial Assets and Financial Liabilities — Including an Amendment of FASB Statement No. 115” (“SFAS 159"). SFAS
159 allows entities to choose to measure many financial instruments and certain other items, including insurance contracts, at
fair value (on an instrument-by-instrument basis) that are not currently required to be measured at fair value.” The objective is
to improve financial reporting by providing entities with the opportunity to mitigate volatility in reported earnings caused by
measuring related assets and liabilities differently without having to apply complex hedge accounting provisions. SFAS 159
is effective for us on January 1, 2008. We do not expect to elect the fair value option for any of our financial assets or
liabilities.

In September 2006, the FASB issued SFAS No. 157, “Fair Value Measurements” (“SFAS 1577). SFAS 157 defines
fair value, establishes a framework for measuring fair value and expands disclosures of fair value measurements. SFAS 157
is effective for financial statements issued for fiscal years beginning after November 15, 2007. The adoption of SFAS 157
will not have a material effect on our results of operations and financial condition.

Adopted Accounting Standards

In July 2006, the FASB issued FASB Interpretation No. 48, “Accounting for Uncertainty in Income Taxes — an
interpretation of FASB Statement No. 109" (“FIN 48). FIN 48 creates a comprehensive model which addresses how a
company should recognize, measure, present and disclose in its financial statements uncertain tax positions that the company
has taken or expects to take on a tax return. This guidance is effective for fiscal years beginning after December 15, 2006.
The adoption of FIN 48 resulted in a $6.0 million increase to additional paid-in capital during 2007. The Company classifies
interest and, if applicable, penalties as income tax expense in the consolidated statement of operations. No such amounts
were recognized in 2007. The liability for accrued interest was not significant at December 31, 2007 or 2006.
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In February 2006, the FASB issued SFAS No. 155, “Accounting for Certain Hybrid Financial Instruments — an
amendment of FASB Statements No. 133 and 140" (“SFAS 155”). SFAS 155 amends SFAS No. 133, “Accounting for
Derivative Instruments and Hedging Activities” (“SFAS 133™), and SFAS 140, “Accounting for Transfers and Servicing of -
Financial Assets and Extinguishments of Liabilities” and resolves issues addressed in SFAS 133 Implementation Issue No. D1,
“Application of Statement 133 to Beneficial Interest in Securitized Financial Assets”. SFAS 155: (a) permits fair value
remeasurement for any hybrid financial instrument that contains an embedded derivative that otherwise would require
bifurcation; (b) clarifies which interest-only strips and principal-only strips are not subject to the requirements of SFAS 133; (¢)
establishes a requirement to evaluate beneficial interests in securitized financial assets to identify interests that are freestanding
derivatives or that are hybrid financial instruments that contain an embedded derivative requiring bifurcation; (d) clarifies that
concentrations of credit risk in the form of subordination are not embedded derivatives; and, (e) eliminates restrictions-on a
qualifying special-purpose entity’s ability to hold passive derivative financial instruments that pertain to beneficial interests that
are or contain a derivative financial instrument. The standard also requires presentation within the financial statements that
identiftes those hybrid financial instruments for which the fair value election has been applied and information on the income
statement impact of the changes in fair value of those instruments. SFAS 155 was effective for all financial instruments
acquired or issued in a fiscal year that begins after September 15, 2006. The initial adoption of SFAS 135 did not have a
material effect on our financial position or results of operations.

In September 2003, the Accounting Standards Executive Committee issued SOP 03-1. This statement provides
guidance on accounting for deferred acquisition costs on an internal replacement which is defined broadly as a modification -
in product benefits, features, rights, or coverages that occurs by the exchange of an existing contract for a new contract, or by
amendment, endorsement, or rider to an existing contract, or by the election of a benefit, feature, right, or coverage within an
existing contract. An internal replacement that is determined to result in-a replacement contract that is substantially
unchanged from the replaced contract should be accounted for as a continuation of the replaced contract. Contract
modifications resulting in a replacement contract that is substantially changed from the replaced contract should be accounted
for as an extinguishment of the replaced contract and any vnamortized deferred acquisition costs, unearned revenue
liabilities, and deferred sales inducement assets from the replaced contract should not be deferred in connection with the
replacement contract. The provisions of SOP 05-1 are effective for internal replacements beginning January 1, 2007. The
initial adoption of SOP 05-1 did not have a material impact on our results of operations or financial position. The adoption of
SOP 05-1 resulted in the shortening of the period over which the value of policies inforce at the Effective Date and the cost
of policies produced related to a smal! block of our group health insurance business are amortized. Transition to the shorter
amortization period resulted in a January 1, 2007 cumulative effect adjustment to retained earnings of $2.7 million, net of tax.

In September 2006, the FASB issued SFAS No. 158, “Employers Accounting for Defined Benefit and Other -
Retirement Plans — an amendment of FASB Statements No. 87, 88, 106 and 132(R)” {(“*SFAS 1587). SFAS 158 requires
employers to recognize the overfunded or underfunded status of defined benefit pension and other postretirement benefit
plans as an asset or liability in its statement of financial position, measured as the difference between the fair value of plan
assets and the projected benefit obligation as of the end of our fiscal year end. In addition, SFAS 158 requires employers to
recognize changes in the funded status of defined benefit pension and other post retirement plans in the year in which the ¢
changes occur through other accumulated comprehensive income, SFAS 158 is effective for fiscal years ending after
December 15, 2006.

The impact of the adoption of SFAS 158 on our consolidated balance sheet at December 31, 2006 is as follows
(dollars in millions):

Balance before Balance after
adoption of adoption of
SFAS 158 Adjustments SFAS 158
(Restated) (Restated)
Income tax asSets, Nel.....ovcveverversrerevversnens $1,790.8 $35 $1,794.3
Other liabilities.......cccovevrrvrerveeseeiinns 601.9 A 611.8
Accumulated other comprehensive loss..... (66.2) (6.4) (72.6)

The FASB issued SFAS 123R in December 2004. SFAS 123R revises SFAS 123 and supersedes APB 25. SFAS 123R
provides additional guidance on accounting for share-based payments and requires all such awards to be measured at fair value
with the related compensation cost recognized in the statement of operations over the related service period. SFAS 123R is
effective for all awards granted, modified, repurchased or cancelled and requires the recognition of compensation cost over the
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remaining requisite service peried for the portion of outstanding awards that were not vested as of January 1, 2006 and were not
previously expensed on a pro forma basis in the disclosure included under the caption entitled “Accounting for Stock Options”.
SFAS 123R also requires the benefits of tax deductions in excess of recognized compensation cost to be reported as a financing
cash flow rather'than as an operating cash flow, as previously required. We previously measured compensation expense for our
stock option plans using the intrinsic value method. Effective January 1, 2006, we were required to recognize expense related
to our stock option plans consistent with the requirements of SFAS 123R described above. We implemented this requirement
using the modified prospective methed. In March 2005, the SEC issued Staff Accounting Bulletin No. 107, “Share-Based
Payment” (“SAB 107”) related to SFAS 123R. We have followed the guidance in SAB 107 in our adoption of SFAS 123R.

S INVESTM ENTS :

At December 31, 2007 the amortized cost and estimated fair value of actively managed fixed matuntles and equity
securmes were as- follows (dollars in millions):

i Gross * Gross  Estimated
Amortized . unrealized unrealized fair
cost gains losses value
Investment grade: - : - , ‘
COrpOrate SECUIIHIES. ...cccvevvrvrv i ins s seenas $13,442.7 $110.2 . $(420.1) 3$i3,132.8
United States Treasury securities and obligations of ‘

United States government corporations and agencies.............. 6193 - . 169 (1.6) 634.6
States and political subdiviSions ...........ccccovvvvvnnnsninicinnn, : 534.8 5 (9.4) 530.5
Debt securities issued by foreign governments ..........c..c.ooeevneen ‘ 9.6 2. - 9.8
Structured SECUTILIES ..ot e 47075 13.8 (108.7) 4,612.6

Below investment grade (pnmartly corporate securmes) ............... " _1.678.8 29 . -_(9LD) 1,590.6

Tota] actwely managed fixed maturities’................... rrerennreens §20,992.7 $149.1-  $(630.9) $20,5109

EQUItY SECUTIIES. ..ot fuucres e s cereiese e reasessnenssssensnsenes S $34.0 35 - s - $34.5

At December 31, 2006, the amortlzed cost and estimated falr value of actwely managed fixed maturities and equity
securities were as follows (dollars in millions):

Gross Gross  Estimated
Amortized unrealized unrealized fair
' ' cost gains * losses value
Investment grade:
Corporate SeCUnities. ....o.ocveevvrremrmercivnenennnnens [T $13,179.2 51420 - $(201:3) $13,1199
United States Treasury securities and obl:gatlons of
United States government corporations and agencies.............. 1,428.6 16.8 (23.3) 1,422.1
States and political Subdivisions ..o 675.7 5.2 (11.4) 669.5
Debt securities issued by foreign governments.............ocorvevecenens 117.3 3.6 (.2) 120.7
SHIUCTUTEd SECUTILIES .....oeiveerererrirriire it ren s innees s e s ssmeeas 5,984.7 1.7 (76.6) 59158
Below-investment grade (primarily corporate securities)............... 1,561.4 23.0 (29.5) 1,554.9
Total actively managed fixed maturities.......cccococoernnrrenrenn. 522,946.9 $198.3 $(342.3) $22,802.9
EQUILY SECUITEIES. ...0veveveviveveoeerecececeeeeessseseseeeseseessesraesesesessereroresesens 5239 512 LY $24.8
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Accumulated other comprehensive loss is primarily comprised of the net effect of unrealized appreciation (depreciation)
on our investments. These amounts, included in shareholders equity as of December 31, 2007 and 2006 were as follows .

(dollars in millions): / : , '
e 2007 © - 2006
Net unrealized depreciation on investments .......... et reeeTae it eaa T e e e ra TRt e e R e eeranssrnes e e s ennen $£(481.3)y $(136.3)
Adjustment to value of policies inforce at the Effective Date .......cccvecevvvvrevnene, SRR 183.3 201
Adjustment to cost of policies produced............... 43.7 12.3
Adjustment to initially apply SFAS No. 158 re]aled to the unrecogmzed net loss related 10 .
deferred COMPENSAtION PIAN ..o - (9.9)
Unrecognized net loss related to deferred compensatlon plan ......................... e e es (7.3 -
Deferred income tax asset............. futrreneeeashas et res e e sr e e em e s 153.3 .. 41.2
Accumulated other comprehensive 1088 ... e e e M) . $(72.6)

- Concentration of Actively Managed Fixed Maturity Securities

The following table summarizes the estimated fair value of our actively managed fixed maturity securities by category
as of December 31, 2007 (dollars in millions):

o . Estimated Percent of
fair value fixed maturities

SEUCUTEd SECUMHIES ........o.v.oeeeeeoeeeeeeeee oo eesens e $ 4,668.1 22.8%
Manufacturing........ everterereeebeeee Y eeaaba A se TR eTasnt e et eeastesenase e teteant e et et eantevaRe et aaaeeentaenneenaeennns _ 3,603.4 w 17.6
Bank and fINANGCE........vcvvvervierirrierrereiereieteiatsinraontninseoraserereresaresatssntesnsesaresrnsessesesssesssasnens 2,039.1 99
S UHHHIES oot s © o 1,766.2 .« 86
BT T O SRR 1,615.2 7.9
Communications ......... b et ereeeheeeteeeieteteEeee b AL e st S e e s tb s eha b tb s e be e e brssba e ans e ba s rer s 1,088.0 5.3
Agriculture, forestry and MIMINE ......ooo oo neans 888.6 4.3
Retail and Wholesale ....... ..ottt et bs e sas s b s sans e 799.8 3.9
Holding and other investment offices ................. YO UUROOOOO 751.4 3.7
TTANSPOTEALION ,......ooeiiirviriivrirreiressesrersessassssssrrassermssmtere i rearasseinsrssissarmessessessesssassesaesenssenes . 6439 3.1
LRI (3Tl 51 1= 11 ST 634.6 31
States and political SUBAIVISIONS ....ceieiireeee it seegemeaens 548.4 2.7
ASSEL-bACKEd SECUIMEIES ..ottt ettt r et e e te e e eas e sab e e bbe s sar et e 440.2 2.1
011 1<) GRS UR TR et Do b ee e . 1.024.0 - - - _ 5.0

Total actively managed fixed maturities ......ccooooooererieiiece e $20,510.9 100.0%

Below-Investment Grade Securities

At December 31, 2007, the amortized cost of the Company’s below-investment grade fixed maturity securities was
$1,678.8 million, or 8.0 percent of the Company’s fixed maturity portfolio. The estimated fair value of the below-investment
grade portfolio was $1,590.6 million, or 95 percent of the amortized cost. :

Below-investment grade fixed maturity securities with an amortized cost of $480.3 million and an estimated fair value of
$455.9 million are securities held by a variable interest entity that we are required to consolidate. These fixed maturity
securities are legally isolated and are not available to the Company. The liabilities of such variable interest entity will be
satisfied from the cash flows generated by these securities and are not obligations of the Company. Refer to the note to the
consolidated financial statements entitled “Investment in a Variable Interest Entity” concerning the Company’s commitment to
provide additional capital of up to $25 million to the variable interest entity. At December 31, 2007, our total investment in the
variable interest entity was $47.0 million and such investment was rated BBB,
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Below-investment grade securities have different characteristics than investment grade corporate debt securities. Based
on historical performance, risk of default by the borrower is significantly greater for below-investment grade securities and in
many cases, severity of 10ss is relatively greater as such securities are generally unsecured and often subordinated to other
mdebtedness of the issuer. Also, issuers of below-investment grade securities usually have higher levels of debt and may be
more ﬂnanc:ally Ieveraged hence, alt other things being equal, more sensitive to adverse economic conditions, such as
recession or increasing interest rates. The Company attempts to reduce the overall risk related to its investment in below-
investment grade securities, as in all investments, through careful credit analysis, strict investment policy gu:dehnes and
diversification by issuer and/or guarantor and by industry. : -

Contractual Maturity

December 31, 2007, by. contractual maturity. Actual maturities will differ from contractual maturities because borrowers may
have the right to call or prepay obligations with or without call or prepayment penalties. Most of the structured securities

|
|
The following table sets forth the amortized cost and estimated fair value of actively managed fixed maturities at
shown below provide for periodic payments throughout their lives (dollars in millions): - '
Estimated
Amortized fair
v <o . cost value
DUE N ONE YCAT O IE5S....eerrsei ettt ser bbb $ 992 0§ 992
Due afier one year through five Years..........cccoovvvniorenniinee et 1,613.9 1,610.7
Due after five years through ten YEars ..ot 5,882.2 5,772.0
DU AIET 1O YEATS ..o e st r e st b ettt b ettt e n e B.627.3 8.360.9
SUBTOEAL ..ottt a b et et e e e e s ar e e s e st s benrannnes 16,222.6 15,842.8
Structured securities (&) ... 4.c.... SO U PSSP U YR TOUURPTOROPRURTOTON 4.770.1 4.668.1"

Total actively managed fixed Maturities ........ccooooiiveiiiiniininiine e $20,992.7 $20,510.9

~

(a) Includes below-investment grade structured securities with-an amortized cost and estimated fair value of $62.6 million
and $55.5 million, respectlvely

Net Investment Income

Net investment income consisted of the following (dollars in millions):

2007 2006 2003

FIXed MALULILES cvviiiiiieereeieir ittt ere et e see e e eaeesee s e eeeeeenee s $1,346.4 $1,293.6 $1,266.1
Trading income related to policyholder and

reinsurer accounts and other special-purpose portfolios................... 312 329 31
EQUItY SECURTIES....ccitiriiiieiiiciiriaiet e e e sme e se e emeenan 1.6 1.8 .5
Mortgage 08NS ... e 123.3 . 1019 924
POLCY [0ANS. ..o et 26.5 25.0 263
Change in value of pptions N

related to equity-indexed ProductS.......ceeriveiniesinennciesesssssenens (11.9) 383 (18.9)
Other invested asSets..........cccovenniieinnesiennens ettt s b b eeanens 1r.2 13.8 9.6
Cash and cash equivalents ............................. seererere e e e aenanas 27.0 19.1 18.2

Gross investment INCOME ... ..ovouiiiieieeieeneeeeeeeeeseestesesrenens e v 1,5553 . 1,5264 1,397.3
Less inVeStMEN €XPEMSES ..ooorieiieeeeiieerieeeseeree e rmeseasaeeraessesaeseenes 18.7 20.0 22.7

Net INVESHMENE INCOMIE .. .oeeecrrirrcrarririeeeierere e e becaseesssseseens $1,536.6 $1,506.4 $1,374.6
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. At both December 31, 2007 and 2006, we had no fixed maturity investments or mortgage loans that were not accruing

investment income.:

4

Net Realized Investment Gains (Losses).

Net realized investment gains (losses) were included in revenue as follows (dollars in millions):

2007 2006 005
Fixed maturities: :
GIOSS FAINS o.eoveeveeeeceeeece et ee e eee s em e ssses s e e ee e canansns s 3 949 $70.1 . $ 86.5
Gross losses... . (134.0) (98.5) (82.3)
Other-than- temporary declmes in falr value ........................... rerreeennires {(99.5) (12.0) (4.5)
Net realized inveslmeet gains (losses) from - . ' " '
fixed maturities ............ccceeeueee e s (138.6) (40.4) (3) .
EqQUILY SECUMITIES. ..coiieinieiieeceeoe e {5.0) 2 1.6
MOTTBAZES ....cvviiirriccrc et seae s ss s bt s stn s ss v s e anarasasans (.1) - 32
Other-than-temporary declines in fair value of
equity securities and other invested asSets ... (7.2) (10.4) (10.2)
HRET oo rre s e s n s s e s ae s imra et e e e e e ere s s ne e e e e e eean (4.5) 34 2.8
Net realized investment losses .......................... $(155.4) $(47.2) $ (2.9

During 2007, net realized investment losses included: (i) $48.7 million of net losses from the sales of investments
{primarily fixed maturities) with proceeds of $7.2 billion; (ii) $33.0 miltion of writedowns of investments for other than' |
temporary declines in fair value (no single investment accounted for mare than $5.0 million of such writedowns); and (iii}
$73.7 million of writedowns of investments {which were subsequently transferred pursuant to a coinsurance agreement as
further discussed in the note to the consolidated financial statements entitled “Summary of Significant Accounting Policies -
Reinsurance™) as a result of our intent not to hold such investments for a period of time sufficient to allow for any anticipated
recovery in value. During 2006, we recognized net realized investment losses of $47.2 million, which were comprised of
$24.8 million of net losses from the sales of investments (primarily fixed maturities) with proceeds of $6.4 billion, and $22.4
million of writedowns of investments for other than temporary declines in fair value. During 2005, we recognized net
realized investment losses of $2.9 million, which were comprised of $11.8 million of net gains from the sales of investments
(primarily fixed maturities) with proceeds of $11.5 billion, net of $14.7 million of writedowns of investments for other than
temporary declines in fair value. At December 31, 2007, there were no investments in default as to the payment of principal
or interest.

During 2007, we sotd $3.3 billion of fixed maturity investments which resulted in gross investment losses (before
income taxes) of $134.0 million. We sell securities at a loss for a number of reasons including, but not limited to; (i)
changes in the investment environment; (ii) expectation that the market value could deteriorate further; (iii) desire to reduce
our exposure to an issuer or an industry; (iv} changes in credit quality; or (v} changes in expected liability cash flows. During
2007, we sold 10 investments at a loss which had been continuously in an unrealized loss position exceeding 20 percent of
the amortized cost basis. Such investments were continuously in an unrealized loss position for less than six months prior to
sate and had an amortized cost and estimated fair value of $52.3 million and $19.5 million, respectively.

We regularly evaluate our investments for possible impairment. When we conclude that a decline ina security‘s net
realizable value is other than temporary, the decline is recognized as a realized loss and the cost basis of the secunty is
reduced to its estimated fair value. . - )

Our assessment of whether unrealized losses are “other than temporary” requires significant judgment. Factors
considered include: (i) the extent to which market value is less than the cost basis; (it) the length of time that the market
value has been less than cost; (iii) whether the unrealized loss is event driven, credit-driven or a result of changes in market
interest rates or risk premium; (iv) the near-term prospects for improvement of the issuer and/or its industry; (v) the
investment’s rating and whether the investment is investment-grade and/or has been downgraded since its purchase; (vi)
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whether the issuer is current on‘al} payments in accordance with the contractual terms of the investment and is expected to
meet all of its obligations under the terms-of the investment; (vii) our ability and intent to hold the investment for a:period of
time sufficient to allow for any anticipated recovery; (viii) the underlying current and prospective asset and enterprise values - |
of the issuer and the extent to which the recoverability of the carrying value of our investment may be affected by changes in
such values; (ix) unfavorable changes in cash flows on mortgage-backed and asset-backed securities; and {x) other subjective
_ factors, including information from regulators and Credlt agencies.
‘f. g . l,'g- . L " . .-'.I.*-

Future events may occur, or additional information may become avallable which may nece551tate future realized
losses of sécurities in our portfolio. Significant losses in the carrying values of our investments could have a material adverse
effect on our earnings in future periods.

Investments with Unrealized Losses . ' '
The following table sets forth the amortized cost and estimated fair valué of those actively managed fixed maturities
with unrealized losses at December 31, 2007, by contractual maturity. Actual maturities will differ from contractual
maturities because borrowers may have the right to call or prepay obligations with or without cali or prepayment penatties.
Most of the structured securities shown below provide for periodic payments throughout their lives (dollars in millions):

Estimated
Amortized - fair +.
«__cost -+ value
Due in one year or 1€ss.......ccoueevevrrerirarenns .............................. $ 296 $ 293
Due after one year through five Years ... e 614.3 591.1
Due after five years through ten Years ...........co.ooooovovecceereceeeeeeeseeeeseeeeeeee et 3,687.3: 3,529.1
DIUE AILET T8I0 YEATS ...ovvivvirvieereirereesaratrsstrstainserntersessserseesseessesssesssersen resssnsssssressstessseistesnsesnssssarss 5.958.7  _5.,625.4
Subtotal............ e ' ................... ' ....................... errrs " 10,2899 - '9,774.9
. Lo ' [N . 4 T - ' . T ‘ v -
StructUred SECUTILES. .....c.cvevveececccecece et ee e OO 32144 _3.0985
. - : . . . . : . . -,
1 TOURL et e e e e st eae bl o $13.5043 - §12,873.4

The following summarizes the investments in our portfolio rated below-investment grade which have been continuously
in an unrealized loss posmon exceeding 20 percent of the cost basis. for the perlod indicated as of December 31, 2007 {dollars in

millions): . . : i e
' ' : ; : Number - *Cost! * Unrealized *. * Estimated -
Period of issuers basis : loss fair value .
Less than 6 months.........0.ivevesivrisinns s 16 $51.5 < $(13.5) . $38.0
Greater than or-equal to - S VT Yol , T T el
6 months and less ' o L s e ' ' ; '
than 12 1010) 11117 SN et A - 107 - . (3 6) ' T !

. can
) . ' I

Our investment strategy is to maximize, over a sustained period and within acceptable parameters of risk, investment
income and total investment return through active investment management. Accordingly, we may sell securities at a gain or a
loss to enhance the total return of'the portfolio as market opportunities change or to better maich certain characteristics of our
investment portfolio with the corresponding characteristics of our insurance liabilities. While we have both the ability and
intent to hold securities with unrealized losses until they mature or recover in value, we may sell securities at a loss in the future
because of actual or expected changes i in our view of the particular investment, its mdustry, its type or the general investment
environment. . - : " .
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The following table summarizes the gross unrealized losses and fair values of our investments with unrealized losses
that are not deemed to be other-than-temporarily impaired, aggregated by investment category and length of time that such
securities have been in a continuous unrealized loss position, at December 31, 2007 (dollars in millions):

. Lesé than 12 months 12 months or greater Total
Fair. . Unrealized Fair Unrealized Fair Unrealized
Description of securities + ‘value »~ ~ )osses value losses value losses
United States Treasury securities
and obligations of United
States government
corporations and agencies ... $° 23.1 s (1) § 523 $ (1.5 5 754 % (1.6
- States and political subdivisions..:"* 15111 .  (6.2) 140.9 (5.6) 292.0 (11.8)
Debt securities issued by C ‘ :
foreign governments................” ~ 4.0 ) - - . 4.0 (:2)
Corporate securities............\......... 66270 " (284.0) 2,776.5 (217.4) 94035 ° (501.4)

Structured securities .........c.o.u...... . 1,801.4 (76.1) 1,297.1 . (39.8) 31,098.5 (115.9

Total actively managed

© fixed maturities..........oooeeeme.... M IM M ‘ﬂ.lﬁg_.) $12,8734 $(630.9)

The following table summarizes the gross unrealized losses and fair values of our investments with unrealized losses
that are not deemed to-be other-than-temporarily impaired, apgregated by investment category and length of time that such
securities have been in a continuous unrealized loss position, at Decémber 31, 2006 (dollars in millions):

¥

' ‘ Less than 12 months 12 months.or greater Total

Fair Unrealized Fair Unrealized Fair Unrealized

Description of securities ' value " losses ° value - losses - value  losses
United States Treasury securities v

and obligations of United "

States government g St . ' o

corporations and agencies ........... " 15 86.8 $(1.2) $1,252.7 - §(22.1) $1,339.5 $(23.3)
States and political subdivisions....... L2186 - .7 (30) 185.2 - 8.3 4038 - (11.4)
Debt securities issued by ‘ _ '

foreign governments.............oeees 231 . (2) 69 10 30.0 - (3)
Corporate securities 471 1.6 ' (752) 44138 (155.5) 9,125.4 (230.7)
Structured securities ...........ccervveeenen, 1,724.5 (13.2y 29048 (63.4) 4,629.3 (76.6)
Total actively managed

fixed maturities.........coeeeeereemenn, $6,764.6 8(92.9) 88,7634 $(249.4) $15,528.0 §(342.3)
Equity SECUFItIes ......covverrucrrererennnas $1.6 $2) $3.0 3D 4.6 3.3
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Based on management’s current assessment of investments with unrealized losses at December 31, 2007, the Company
believes the issuers of the securities will continue to meet their obligations (or with respect to-equity-type securities, the
investment value will recover to its cost basis). We generally intend to hold securities in unrealized loss positions until they
recover. However, from time to time, our intent on an individual security may change, based upon market or other unforeseen
developments. In such instances, we sell securities in the ordinary course of managing our portfolio to meet diversification,
credit quality, yield, duration and liquidity requirements. 1f a loss is recognized from a sale subsequent to a balance sheet date
due to these unexpected developments, the loss is recognized in the period in which the intent to hold the securities to recovery
no longer exists.

Structured Securities

At December 31, 2007, fixed maturity investments included $4.7 billion of structured securities (or 23 percent of all
fixed maturity securities). Structured securities include mortgage-backed securities, collateralized mortgage obligations and
commercial mortgage-backed securities. The yield characteristics of structured securities differ in some respects from those
of traditional fixed-income securities. For example, interest and principal payments on structured securities may occur more
frequently, often monthly. In many instances, we are subject to the risk that the timing of principal payments may vary from
expectations. For example, prepayments may occur at the option of the issuer and prepayment rates are influenced by a
number of factors that cannot be predicted with certainty, including: the relative sensitivity of the underlying assets backing
the security to changes in interest rates; a variety of economic, geographic and other factors; and various security-specific
structural considerations {for example, the repayment priority of a given security in a securitization structure).

In general, the rate of prepayments on structured securities increases when prevailing interest rates decline
significantly in absolute terms and also relative to the interest rates on the underlying assets. The yields recognized on -
structured securities purchased at a discount to par will increase {relative to the stated rate) when the underlying assets prepay
faster than expected. The yields recognized on structured securities purchased at a premium will decrease (relative to the
stated rate) when the underlying assets prepay faster than expected. When interest rates decline, the proceeds from
prepayments may be reinvested at lower rates than we were eaming on the prepaid securities. When interest rates increase,
prepayments may decrease. When this occurs, the average maturity and duration of the structured securities increase, which
decreases the yield on structured securities purchased at a discount because the discount is realized as income at a slower rate,
and it increases the yield on those purchased at a premium because of a decrease in the annual amortization of the premium.

For structured and asset-backed securities included in actively managed fixed maturities that were purchased at a
discount or premium, we recognize investment income using an effective yield based on anticipated future prepayments and
the estimated final maturity of the securities. Actual prepayment experience is periodically reviewed and effective yields aré
recalculated when differences arise between the prepayments originally anticipated and the actual prepayments received and
currently anticipated. For credit sensitive mortgage-backed and asset-backed securities, and for securities that can be prepaid
or settled in a way that we would not recover substantialty all of our investment, the effective yield is recalculated.on a
prospective basis. Under this method, the amortized cost basis in the security is not immediately adjusted and a new yield is
applied prospectively. For all other structured and asset-backed securities, the effective yield is recalculated when changes in
assumptions are made, and reflected in our income on a retrospective basis. Under this method, the amortized cost basis of
the investment in the securities is adjusted to the amount that woild have existed had the new effective yield been applied
since the acquisition of the securities. Such adjustments were not significant in 2007. .

The following table sets forth the par value, amortized cost and estimated fair value of structured securities,
summarized by interest rates on the underlying collateral, at December 31, 2007 (dollars in millions):

Par Amortized Estimated

value ~ cost fair value

Below 4 percent............... S S R $ 1280 1277 § 1248
4 percent — 5 percent 557.6 3398 541.6
5 percent — 6 percent 3,315.6 3,261.6 3,1894
6 percent — 7 percent 779.3 749.0 7222
7 percent - § percent . 66.3 638.0 68.5
B percent and ADOVE ....ooovircec e s et anane e - 236 24.0 21.6
Total structured SECUTIHES {A)..eccviiiiiieiie ettt eee e $4,870.4 $4,770.1  $4,668.1
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(a) Includes below-investment grade structured securmes with an amortized cost and estimated fair value of $62.6 million
and $55.5 million, respecuvely ‘

3
»

The amortlzed cost and estlmated fair value of structured securities at December 31, 2007 summanzed by type of
security, were as follows (dollars in mllllons) !

N f ., N

Estimated fair value

Percent
el Amortized of fixed
Type : ’ - cost Amount maturities
Pass-throughs, sequential and equivalent SeCUrities .........co.oecoveverieiererennnn, $2,076.0 $2,048.0 10%
Planned amortization classes, target amortization class and . . o
accretion-directed bonds .. 1,633.1 : 1,596.1 8
Commercial mortgage- backed securltles ................................................... 994.0 965.5 - 5
Oher c.oveiiieiite e e e et e e e e e e m e e e e e een e 67.0 58.5 . -
Total structured SECUTIHES ()., .ivorirvivsireriririrsssssinssssisrrimesssessssns . 834770 $4.668.1 * - 23%

(a) "Includes below-investment grade structured securities with an amortized cost and estimated fair value of $62.6 million
and $55.5 million, respectively.

Pass-through securities and sequentials have unique prepayment variability characteristics. Pass-through securities
typically return principal to the holders based on cash payments from the underlying mortgage obligations. Sequential
classes return principal to tranche holders in a detailed hierarchy. Planned amortization classes, targeted amortization class
and accretion-directed bonds adhere to fixed schedules of principal payments as long as the underlying mortgage loans
experience prepayments within certain estimated ranges. Changes in prepayment rates are first absorbed by support or
companion classes insulating the timing of receipt of cash flows from the consequences of both faster prepayments (average
life shortening} and slower prepayments (average life extension).

Commercial mortgage-backed securities (“CMBS”) are secured by commercial real estate mortgages, generalty
income producing properties that are managed for profit. Property types include multi-family dwellings including
apartments, retail centers, hotels, restaurants, hospitals, nursing homes, warehouses, and office buildings. Most CMBS have
call protectlon features whereby underlying borrowers may not prepay their mortgages for stated periods of time without
incurring prepayment penalties. '

Structured Securities Collateral'ized by Sub Prime Residential Loans

Qur investment portfolio includes structured securities collateralized by sub prime residential loans with a market
value of $123.1 million and a book value of $150.3 mitlion at December 31, 2007, These securities represent .5 percent of
our consolidated investment portfotio. Of these securities, $39.9 million (32 percent) were rated AAA, $40.8 million (33
percerit) were rated AA, $41.9 million (34 percent} were rated A, and $.5 million (1 percent) were rated BBB. Sub prime
structured securities issued in 2006 and 2007 have experienced higher delinquency and foreclosure rates than originally
expected. The Company’s investment portfolio includes sub prime structured securities collateralized by residential loans
extended over several years, primarily from 2003 to 2007. At December 31, 2007, we held no sub prime securities
collateralized by residential loans extended in 2006 and we held $8.7 million extended in 2007.

Commercial Mortgage Loans
!

At December 31, 2007, the mortgage loan balance was primarily comprised of commercial loans. Approximately 7
percent, 6 percent, 6 percent, 6 percent and 5 percent of the mortgage loan balance were on properties located in Minnesota,
Florida, Arizona, Ohio and Indiana, respectively. No other state comprised greater than 5 percent of the mortgage loan balance.
Substantially less than one percent of the comimercial mortgage loan balance was noncurrent at December 31, 2007. Qur
allowance for losses on mortgage loans was'$2.4 million at both December 31, 2007 and 2006.
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Other Investment Disclosures

Life insurance companies are required to maintain certain investments on deposit with state regulatory anthorities. Such
assets had aggregate carrying values of $104.8 mitlion and $59.9 million at December 31, 2007 and 2006, respectively.

Conseco had two fixed maturity investments in excess of 10 percent of shareholders’ equity at both December 31, 2007
and 2006 (other than investments issued or guaranteed by the United States government or a United States government agency),
which are summarized below (dollars in millions):

2007 2006
Amortized Estimated Amortized Estimated
Issuer cost fair value cost fair value
Federal Home Loan Mortgage ' - : ~
COrporation .......cooerevenviinerersenenss $1,400.1 $1,392.0 $2,426.4 $2,387.2
Federal National Mortgage . . : :
ASSOCIALION ..uvvverceciriisesreeaias —_— 752.3 750.3 1,414.3 1,396.7

6. LIABILITIES FOR INSURANCE PRODUCTS

These liabilities consisted of the following (dollars in miilions):

Interest
Withdrawal  Mortality rate
assumption  assumption assumption 2007 2006
; L - (Restated)
Future policy benefits: : e, . -
Interest-sensitive products: , : o
[nvestment COntracts .....oovivoineeinsnnns NA N/A () . $9,389.7 $9,326.0
Universal life contracts .......cceveveverererens N/A . N/A NA . 3.779.7, 3.695.1
Total interest-sensitive products......... : Cor 13.169.4 13,021.1
Traditional products: . : . .
Traditional life insurance contracts......... Company (a) . 5% 2,289.0 2,264.2
experience -
Limited-payment annuities.................... Company (b) C 5% . . 9443 970.7
experience, '
if applicable
Individual and group accident and . . . '
health ...ovcvveriirierrereerr e Company , _Company 6% . 9.304.1- 8.873.1
experience experience |
Total traditional products ................... : 12,5374 12,108.0
Claims payable and other
policyholder funds .......cccooiiiiiineecicennn N/A N/A N/A . 1928.0.. | 835.0
Liabilities related to separate accounts.......... N/A N/A N/A 274 28.9
TOMAL rvveveoreeeeressresesessseressees e ‘ o $26,6622  $25,993.0

(a) Principally, modifications of the 1965 - 70 and 1975 - 80 Basic, Select and Ultimate Tables.
(b) Principally, the 1984 United States Population Table and the NAIC 1983 Individual Annuitant Mortality Table.
(c) In 2007 and 2006, all of this liability represented account balances where future benefits are not guaranteed.
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The Company establishes reserves for insurance policy benefits based on assumptions as to investment yields,
mortality, morbidity, withdrawals, lapses and maintenance expenses. These reserves include amounts for estimated fisture
payment of claims based on actuarial assumptions. The balance is based on the Company’s best estimate of the future
policyholder benefits to be incurred on this business, given recent and expected future changes in experience.

‘Changes in the unpaid claims reserve (included in claims payable) and disabied life reserves related to accident and
health insurance (included in individual and group accident and health liabilities) were as follows (dollars in millions):

' ) 2007 2006 2005

Balance, beginning of the Year..................ovveomooeeeeeeeeeeeeecerns $1,772:3 $1,636.0 $1,576.9"
Incurred claims (net of reinsurance) related to: : . S “
CULTENL YEAT ...eeiive e cemrere e et eresnessss st ebe s s b e s esessesnsasnsessan 1,921.7 C1,667.2 1,554.7
PLIOE YEATS (8).1ueeioertieseeee et cce et v vas s rans e eae e et e e s e _105.5 . -43.0 603 -
Total INCUITEA ..o vt e cecsrssearasea e eeneaens 2.027.2 17102 -+~ _1,615.0

Enterest On ClAalm FESEIVES .oueei ittt cv e st es e sarae s ssiaaaes 95.5 88.2 80.3

Paid claims (net of reinsurance) related to:

CUITENT YEAT ...eecieieieee et criasteresieseeestesnese et se e st e sn e e bese e se e emnaes 982.0 8449 811.3
_Prior FEALS coeeutereeeteii s e it et st st et e se e e e meeas e eaa e Rt b st e e e e e enen 848.3 807.7 814.8 .
TOLAl PAIG ..o s ves e rss s ss i | 1,830.3 I1,652.6 1,626. 1'
Net change in balance for reinsurance assumed and ceded .................. (45.3) (9.5) {10.1)
Balaﬁce, €00 OF the YEAT ... $2.0194 SL772.3 . 81,636.0

(a) The reserves and liabilities we establish are necessarily based on estimates, assumptions and prior years’ statistics. It is
possible that actual claims will exceed our reserves and have a material adverse effect on our results of operations and
financial condition, We have incurred significant losses beyond our estimates as a result of actual claim costs exceeding
our initial estimates in the Other Business in Run-off segment. For example, our insurance policy benefits in that
segment reflected reserve deficiencies from prior years of $130.1 million, $61.7 million and $58.0 million in 2007, 2006
and 2005, respectively.
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7. INCOME TAXES

The components of income tax expense (benefit) were as follows (dollars in millions}):

2007

Current ta:lc BXPEIISE .overeeuieterceuesiesiestetesnesere st esesseseeaesaeaneneressesrsersasansranasnsesen $ 27
Deferred tax provision (benefit).......ccccveiivniiiininin s (63.8)
Income tax expense (benefit) on period income..........ooieiennn. (61.1)
Valuation allOWANCE ......cvovevioeiceiceeececee st sseesvesssesaseranesararees s eneessensaensaes _68.0
Total income tax ex'pensel ............ R e 3 69

2006

(Restated)

$14
59.8

61.2

5612

2005’
{Restated)
171.6

171.6

31716

A reconciliation of the U.S. statutory corporate tax rate to the effective rate reflected in the consolidated statement of

operations is as follows:

2007
U.S. statutory corporate rate .................... (35.0)%
Valuation allOWANCE ......o.ocviiiiieiviinierr e eemab s 393
Other nondeductible expenses (benefit)..........cocivveiiineiimimeniel 2
SALE LAXES e eeeecrcecei e i e R e e s bbbt (1.1)
Provision fortax issues, tax credits and other........vvevvenminirenicnnesicceenns 6
Effective tax [ate ..ottt 4.0%
. _
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2006

{Restated) .

35.0%

1.4
3

REILR

36.6%

2005

(Restated)

35.0%

L
B

)
354%
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The components of the Company’s income tax assets and liabilities were as follows (dollars in millions):

2007 2006
(Restated)
Deferred tax assets: :
Net federal operating loss carryforwards attributable to: . :
Life insurance subsidiaries.........ocoovveeniiiniesnseceeeeerens feveerereens SO $ 892.1 $ 8004
INON-1ife COMPADIES ...ttt et et e e 843.8. 780.0
Net state operating 10ss carmyforwards.........ocoovi e ienernie e 32.1 . 297
TAX CIEAILS «ovvrrirecrir ettt e letrseestenne e e 13.7 14.2
Capital 1088 CArryfOrwards ..........coooivieieiiier ettt ns 259.7 3916
Deductible temporary differences: :
[SUANCE TADIILES oo s s e seeeraervaesasvaaeva e smsesmessme s eea b e s besaeesneeaneen 1,074.6 1,327.1
Unrealized depreciation of investments ..............oiiicnninnin s e 1533 41.2
Reserve for [0ss on l0an BUATANTEES.........ccceeeevrreeivrecre e st emerrenea 71.9 145.8
OMBET .ttt st e E et e e besa b s eb b er s s neree e nanan .44 -
~Gross deferred taX 8SSEIS ..o e 33456 3.530.0
Deferred tax liabilities:
Actively managed fixed maturities...........ccc.c.oeeiuennes et e e s res . (32.8) (42.2)
Value of policies inforce at the Effective Date and cost of policies produced................. (732.9) (764.5)
BRI et et e R R SRRt b e b es s s n e nen s - (147.3)
Gross deferred tax liabilities........................ e _(765.) (954.0)
Net deferred tax assets before valuation alloWANCE ......oooeveoeiiiiicece e o 2,5799 _2,576.0
ValUBLON ALLOWANCE ... ceeoevreeneieeecissia st ceseeceesesssessemsse s s ss st s ssesssene s s _(672.9) (771.8) i
Net deferred taX aSSetS........coviiiriiiirrr e rere e e 1,907.0 ° 1,798.2 i
Current income taxes prepaid (acerued) ... e 2.4 (3.9
INCOME LAX ASSEIS, MBL..uiiiieiiiiiiiiircece st s s sa e s e e ar e e e e me e e sin e $1,909.4 - $1,794.3

Our income tax expense includes deferred income taxes arising from temporary differences between the financial
reporting and tax bases of assets and liabilities, capital loss carryforwards and NOLs. We evaluate the realizabitity of our =
deferred income tax assets and assess the need for a valuation allowance on an ongoing basis. In evaluating our deferred
income tax assets, we consider whether it is more likely than not that the deferred income tax assets will be realized. The -
ultimate realization of our deferred income tax assets depends upon generating sufficient future taxable income during the
perteds in which our temporary differences become deductible and before our capital loss carryforwards and NQLs expire.

This assessment requires significant judgment. However, recovery is dependent on achieving such projections and failure to ‘
do so would result in an increase in the valuation allowance in a future period. Any future increase in the valuation

allowance would result in additional income tax expense and reduce shareholders’ equity, and such an increase could have a

significant impact upon our earnings in the future, In addition, the use of the Company’s NOLs is dependent, in part, on

whether the IRS does not take an adverse position in the future regarding the tax position we have taken in our tax returns

with respect to the allocation of cancellation of indebtedness income.

The Internal Revenue Code (the “Code™) limits the extent to which losses realized by a non-life entity (or entities) may
offset income from a life insurance company (or companies) to the lesser of: (i) 35 percent of the income of the life
insurance company; or (ii) 35 percent of the total loss of the non-life entities (including NOLs of the non-life entities). There
is no limitation on the extent to which losses realized by a life insurance entity (or entities) may offset income from a non-life
entity (or entities).

In addition, the timing and manner in which the Company will be able to utilize some of its NQLs is limited by

Section 382 of the Code. Section 382 imposes limitations on a corporation’s ability to use its NOLs when the company
undergoes an ownership change. Because the Company underwent an ownership change pursuant to its reorganization, this
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limitation applies to the Company. Any losses that are subject to the Section 382 limitation will only be utilized by the
Company up to approximately $142 million per year with any unused amounts carried forward ta the following year. Our
Section 382 limitation for 2008 will be approximately $587 million (including $445 million of unused amounts carried
forward from prior years).

Based upon information existing at the time of our emergence from bankruptcy, we established a valuation allowance-
against our entire balance of net deferred income tax assets as we believed that the realization of such net deferred income tax
assets in future periods was uncertain. During 2005 and 2006, we concluded that it was no longer necessary to hold certain
portions of the previously established valuation allowance. Accordingly, we reduced our valuation ajlowance by $585.8
million in 2005 and $260.0 million in 2006. However, we were required to continue to record a valuation allowance of
$672.9 million at December 31, 2007 because we have determined that it is more likely than not that a portion of our deferred
tax assets will not be realized. This determination was made by evaluating each component of the deferred tax asset and
assessing the effects of limitations or interpretations on the value of such component to be fully recognized in the future.

Changes in our valuation allowance are summarized as follows (dollars in millions):

Balance at December 31, 2004 ... oo oo eereene e, e $1,629.6
Release of valuation allowance (a).........ccccovveenns e e es e {585.8)
Balance at December 31, 2005 rreeee PR 1,043.8
Expiration of NOL and capital loss cérryforwéxrds ................................... (6.0}
Release of valuation allowance () ........ccooeovvriiicininnceerr e (260.0)
Balance at December 31, 2000.........cccocoeevivioiiriniariririoerersssseeesseaeaseeseaeans 777.8
T T Y O, 68.0
Expiration of capital loss carryforwards..........cccooeeveninnnnninn e (157.6)
Write off of certain state NOLs (recovery iS remote}.........ccooviviennenncenne {15.3)
Balance at December 31, 2007 ..o ccrerniinenisieesinns s reessnessieesises e § 6729

(a) There is a corresponding increase to additional paid-in capital.

We have also evaluated the likelihood that we will have sufficient taxable income to offset the available deferred tax
assets. This assessment required significant judgment. Based upon our current projections of future income that we
completed at December 31, 2007, we believe that we will more likely than not recover $1.9 billion of our deferred tax assets
through reductions of our tax liabilities in future periods. However, recovery is dependent on achieving such projections and
failure to do so would result in an increase in the valuation allowance in a future period. Any future increase in the valuation
allowance would fesult in additional income tax expense and reduce shareholders’ equity, and such an increase could have a
significant impact upon our earnings in the future. ‘ S
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As of December 31, 2007, we had $5.0 billion of federal NOLs and $.7 billion of capital loss carryforwards which
expire as follows (dollars in millions): :
Net operating , .
loss carryforwards(a)  Capital loss Total loss ‘ Total Joss carryforwards-
Year of expiration Life  Non-life carryforwards carryforwards Subject to §382 Not subject to §382

" 2008 ... $ - 0§ - $583.7  $5837 $583.7 $

2009 ... - . 9 - 86.2 87.1 . 9 86.2 - -
2010 ......... - 1.0 - 1.0 1.0 -
2011 ......... - .1 - . 1 . - B -
2012 ... . - 10.6 72.2 . 82.8 . 10.6 . 72.2
2016 ......... , . 169 - - ) 16.9 169 -
2017 ... 332 - - 33.2 33.2 -
2018 ......... 2,170.6{(a) 203 - T 2,190.9 64.4 . 2,126.5
2020......... - .. 2.5 - . 25 2.5 .-
2021 ... 61.8 - - . 61.8 - 61.8
2022 ... 266.2 6 . ‘- : 266.8 - . 266.8
2023 ... - 2,092.9 (a) - 2,092.9 ) 71.7 2,021.2
2024 ... - 32 - 3.2 - .o 32
2025 ... - 118.8 - 118.8 ' - 118.8
2026 ......... - 1.6 - 1.6 - : 1.6,
2027.......... - 158.3 - 158.3 - . 158.3
Total.......... $2,548.7 $2,410.8 $742.1 $5,701.6 A 37850 + $4,916.6

(a) The allocation of the NOLs summarized above assumes the IRS does not take an adverse position in the future
regarding the tax position we plan to take in our tax returns with respect to the allocation of cancellation of
indebtedness income. [f the IRS disagrees with the tax position we plan to take with respect to the allocation of
cancellation of indebtedness income, and their position prevails, approximately $63 1 million of the- NOLs expiring in
2018 would be characterized as non-life NOLs.

As of December 31, 2007, we had deferred téx assets related to NOLs for state income taxes of $32.1 million.- The
related state NOLs are available to offset future state taxable income in certain states through 2015,

The Company adopted FIN 48 on January 1, 2007, which resulted in a $6 million increase to additional paid-in capital.
As of January 1, 2007 and December 31, 2007, the amount of unrecognized tax benefits-was not significant. . While it js -, .
expected that the amount of unrecognized tax benefits will change in the next twelve months, the Company does not expect
the change to have a significant impact on its results of operations. o ‘

As more fully discussed below, the Company’s interpretation of the tax law, as it relates to the application of the
cancellation of indebtedness income to its NOLs, is an uncertain tax position. Since all other life NOLs must be utilized prior
to this portion of the NOL, it has not yet been utilized nor is it expected to be utilized within the next twelve months. Asa
result, an uncertain tax position has not yet been taken on the Company’s tax return, A A g

L T T P

Although FIN 48 allowed a change in accounting, the Company has chosen to continue its past accounting policy of .
classifying interest and penalties as income tax expense in the consolidated statement of operations. No such amounts were
recognized in 2007. The liability for accrued interest and penalties was not SIgmf' icant at December 31, 2007 or December
31, 2006. - .

Tax years 2004 through 2006 are open to examination by the IRS, and tax year 2002 remains open only for potential
adjustments related to certain partnership investments. The Company does not anticipate any material adjustments related to
these partnership investments. The Company’s various state income tax returns are generally open for tax years 2004
through 2006 based on the mdwxdual state statutes of limitatton. .

The following paragraphs describe an open matter related to the classification of our NOLS.

3 ! .
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In July 2006, the Joint Committee of Taxation accepted the audit and the settiement which characterized $2.1 billion
of the tax lossés on our Predecessor’s investment in Conseco Finance Corp. as life company losses and the remaining amount
as non-life losses prior to the application of the cancellation of indebtedness atiribute reductions described below. As a result
of the approval of the setilement, we concluded it was appropriate to reduce our valuation allowance by $260 million in the
second quarter of 2006, which was accounted for as an addition te paid-in capital,

The Code provides that any income realized as a result of the cancellation of indebtedness in bankruptcy (cancellation
of debt income or “CODI") must reduce NOLs. We realized an estimated $2.5 billion of CODI when we emerged from
bankruptcy. Pursuant to the Company’s interpretation of the tax law, the CODI reductions were all used to reduce non-life
NOLs. However, if the IRS were to disagree with our interpretation and ultimately prevail, we believe $631 million of NOLs
classified as life company NOLs would be re-characterized as non-life NOLs and subject to the 35% limitation discussed
above. Such a re-characterization would also extend the year of expiration as life company NOLs expire after 15 years
whereas non-life NOLs expire after 20 years. The Company does not expect the IRS to consider this issue for a number of
years.

The Company adopted SFAS 123R in calendar year 2006. Pursuant to this accounting rule, the Company is precluded
from recognizing the tax benefits of any tax windfall upon the exercise of a stock option or the vesting of restricted stock unless
such deduction resulted in actual cash savings to the Company. Because of the Company’s NOLs, no cash savings have
occurred. NOL carryforwards of $1.1 million related to deductions for stock options and restricted stock will be reflected in
additional paid-in capital if realized.

Prior to January 1, 1984, life insurance subsidiaries of the Company were entitled to exclude certain amounts from
taxable income and accumulate such amounts in a “Policyholders Surplus Account”. The aggregate balance in this account at
December 31, 2005 was $150.7 million, which could have resulted in federal income taxes payable of $52.7 million if such
amounts had been distributed or deemed distributed from the Policyholders Surplus Account. No provision for taxes had ever
been made for this item since the affected subsidiaries had no intention of distributing such amounts, Pursuant to provisions of
the American Jobs Creation Act of 2004, our subsidiaries distributed amounts from the Policyholders Surplus Account in 2006
without incurring any tax liability, thereby permanentty eliminating this potential tax liability.

8.  NOTES PAYABLE - DIRECT CORPORATE OBLIGATIONS

The following notes payable were direct corporate obligations of the Company as of December 31, 2007 and 2006
{dollars in millions):

2007 2006
3.50% convertible debentures.................... OO OOV U SO OO $ 3300 $ 330.0
Secured credit ARMEEMEN ... viv v ve et eeeiad OIS TR SN 865.5 . 673.3
Unamortized discount on convertible debentures..............cooeeviiiiiinnnn, e rassnaras - (1.8) (2.5)
Direct cOrporate obliIZAtIONS ......cvoverrveierieereeereireeme ettt cisiscisiscasn s s $1,1937 $1,000.8

b

In August 2005, we completed the private offering of $330 million of 3.50% Convertible Debentures due September
30, 2035 (the “Debentures™). The net proceeds from the offering of approximately $320 million were used to repay term
loans outstanding under the Company’s $800.0 miliion secured credit facility (the “Credit Facility™). The terms of the
Debentures are governed by.an indenture dated as of August 15, 2005 between the Company and The Bank of New York
Trust Company, N.A., as trustee (the “Indenture™). At December 31, 2007 and 2006, unamortized issuance costs (classified
as other assets) related to the Debentures were $4.4 million and $5.9 million, respectively, and are amortized as an increase to
interest expense through September 30, 2010, which is the earliest date the Debenture holders may require the Company to
repurchase them. '

The Debentures are senior, unsecured obligations and bear interest at a rate of 3.50 percent per year, payable semi-
annually, beginning on March 31, 2006 and ending on September 30, 2010. Thereafter, the principal balance of the
Debentures will accrete at a rate that provides holders with an aggregate yield to maturity of 3.50 percent, computed on a
semi-annual, bond-equivalent basis. Beginning with the six-month interest period commencing September 30, 2010, the
Company-will pay contingent interest on the Debentures if the average trading price per Debenture for the five trading day
period immediately preceding the six-month interest period equals or exceeds a certain level, as described in the Indenture.
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Upon the occurrence of certain specified events, the Debentures will be convertible, at the option of the holders, into
cash or, under certain circumstances, cash and shares of the Company’s common stock at an initial conversion price of
approximately $26.66 per share. The number of shares to be received by a converting holder is subject to adjustment for
certain dilutive events. The amount of cash to be received upoh conversion is equal to the lesser of: {i) the accreted principal
amount of the converting Debenture; or {ii) the conversion value of such Debentures (as caleulated in accordance with the
Indenture).

On or after October 3, 2010, the Company may redeem for cash all or a portion of the Debentures at any time ata -
redemption price equal to 100 percent of the accreted principal amount of the Debentures plus accrued and unpaid interest,
including additional interest and contingent interest, if any, to the redemption date.- Holders may require the Company to
repurchase in cash all or any portion of the Debentures on September 30, 2010, 2015, 2020, 2025 and 2030 at a repurchase
price equal to 100 percent of the accreted principal amount of the Debentures to be repurchased, plus accrued arid unpaid
interest, including additional interest and contingent interest, if any, to the appiicable repurchase date.

If an event of default occurs and is continuing with respect to the Debentures, either the trustee or the holders of at
least 25 percent of the aggregate accreted principal amount of the Debentures then outstanding may declare the accreted
principal amount, plus accrued and unpaid interest, including additional interest and contingent interest, if any, on the
Debentures to be due and payable immediately. if an event of default relating to certain events of bankruptcy, insolvency or
reorganization occurs, the accreted principal amount plus accrued and unpaid interest, including additional interest and
contingent interest, if any, on the Debentures will become immediately due and payable. The following are events of default
with respect to the Debeniures: )
o default for 30 days in payment of any interest, contmgent interest or additional interest due and payable on the

Debentures; ‘

e default in payment of accreted principal of the Debentures at maturity, upon redemption, upon repurchase or
following a fundamental change, when the same becomes due and payable;

¢ default by the Company or any of its subsidiaries in the payment of principal, interest or premium when due under
any other instruments of indebtedness having an aggregate outstanding principal amount of $50.0 million {or its
equivalent in.any other currency or currencies) or more following a specified period for cure;

s default in the Company s conversion obligations upon exercise of a holder’s conversion right, following a spe(:lﬁed
period for cure;

o default in the Company’s obligations to give notice of the occurrence of a fundamental change within the time
required to give such notice;

s acceleration of any of the Company’s indebtedness or the indébtedness of any of its subsidiaries under any
instrument or instraments evidencing indebtedness (other than the Debentures) having an aggregate outstanding
principal amount of $50.0 mitlion (or its equivalent in any other currency or currencies} or more, subject 1o certain -
exceptions; and

e  certain events of bankruptey, insalvency and reorganization of the Company or any of its subsidiaries.

The Company’s credit facilities have been repaid or amended during each of the last three years as further described
below.

In August 2005; we entered into a $447.0 million secured credit agreement (the “Amended Credit Facility™). The

proceeds of the Amended Credit Facility were used to repay the remaining principal amount of the Credit Facility. The
Company recognized a $3.7 million loss on the extinguishment of debt during 2005 for the write off of certain debt issuance
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costs related to the reduction of the principal amount borrowed under the Amended Credit Facility. The Amended Credit
Facility provided for a one-time increase in the facility or the addition of.a new facility of up to $325.0 million. In December
2005, we borrowed an additional $80.0 million pursuant to this provision. The proceeds from the additional borrowing were
used to increase the capital and surplus of our insurance subsidiaries. During 2005, we made principal payments.totaling
$2.4 million on our Amended Credit Facility as well as a mandatory prepayment of $.9 million on the Credit Facility (after
consideration of a $28.0 million prepayment made in December 2004) based on the Company’s excess cash flows at
December 31, 2004, as defined in the Credit Facility. During 2006, we made scheduled principal payments totaling $1.3
million on our Amended Credit Facility as well as a mandatory prepayment of $45.0 million based on the Company’s excess
cash flows at December 31, 2003, as defined in the Amended Credit Facility.

On October 10, 2006, we entered into a $675.0 million secured credit agreement (the “Second Amended Credit
Facility”). As a result of the refinancing, the principal amount outstanding under the credit facility was increased from $478.3
million to $675.0 million. Approximately $195 million of the proceeds were used to strengthen the capital of our insurance *
subsidiaries. The Company recognized a $.7 million loss on the extinguishment of debt during the fourth quarter of 2006 for
the write off of certain debt issuance costs and other costs incurred related to the transaction. The Second Amended Credit
Facility extends the maturity date from June 22, 2010 to October 10, 2013. On June 12, 2007, Conseco amended its current
credit facility. The amendment of the credit facility provided for, among other things:

» an increase of $200.0 million in the principal amount of the facility;

e anincrease in the general basket for restricted payments in an aggregate amount of up to $300 million over the
term of the facility (of which only $200 miltion may be paid in the year commencing June 12, 2007); and

+ the Company to be able to request the addition of up to two new facilities or up to two increases in the credit
facility of up to $330 million (but with the commitment increases made between June 12, 2007 and June 12, 2008
limited to $130 million), subject to compliance with certain financial covenants and other conditions. Such
increases would be effective as of a date that is at least 90 days prior to the scheduled maturity date.

No changes were made to the interest rate or the maturity schedule of the amounts borrowed under the credit facility.
We are required to make minimum quarterly principal payments of $2.2 million through September 30, 2013. The remaining
unpaid principal balance is due on October 10, 2013. There were no changes to the various financial ratios and balances that
are required to be maintained by the Company. The additional borrowings were used for general corporate purposes,
including the repurchase of Conseco common stock and the strengthening of the Company’s insurance subsidiaries.

During 2007, we made scheduled principal payments totaling $7.8 million on our Second Amended Credit Facility.
There were $6.8 million and $6.2 million of unamortized issuance costs (classified as other assets) related to our Second
Amended Credit Facility at December 3!, 2007 and 2006, respectively. . |

The amounts outstanding under the Second Amended Credit Facility bear interest, payable at least quarterly, based on
either a Eurodollar rate or a base rate. The Eurodollar rate is equal to LIBOR plus 2 percent. The base rate is equal 10 1
percent plus the greater of: (i) the Federal funds rate plus .50 percent; or (ii) Bank of America’s prime rate. Under the terms
of the Second Amended Credit Facility, if the Company’s senior secured long-term debt is rated at least “Ba2” by Moody’s
Investors Service, Inc. and “BB” by S&P, in each case with a stable outlook, the margins on the Eurodollar rate or the base
rate would each be reduced by .25 percent. At December 31, 2007, the interest rate on our Second Amended Credit Facility
was 6.8 percent. ‘
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The scheduled repayment of our direct corporate obligations is as follows (dollars in millions): -

2008 e rirriteineeeaat e tarasssarae s raanaes 5 87
2009 .o 8.7
2000 e 338.8
2011 et 8.7
P 2012 i et 8.8 , .
Thereafter it 821.8 ; .

; Pursuant to the Second Amended Credit Facility, as long as the debt to total capitalization ratio (as defined in.the
Second Amended Credit Facility) is greater than 20 percent or certain insurance subsidiaries (as defined in the Second _
Amended Credit Facility) have financial strength ratings of less than A- from A.M. Best Company, the Company is required .
to make mandatory prepayments with all or a.portion of the proceeds from the following transactions or events including: (i)
the issuance of certain indebtedness; (i) equity issuances; (iii) certain asset sales or, casualty events; and (iv) excess cash
flows as defined in the Second Amended Credit Facility (the first such payment, if applicable, would not be paid prior to the
first quarter of 2009). The Company may make optional prepayments at any time in minimum amounts of $3.0 million or .
any multiple of $1.0 million in excess thereof. As described in the Second Amended Credit Facility, the Company may
reinvest any portion of the proceeds from asset sales in assets useful to its business, subject to certain restrictions defined in
the Second Amended Credit Facility. The Company used the majority of the ceding commission received from REALIC in a
coinsurance transaction to fund the recapture of a block of traditional life insurance inforce. Such reinsurance transactions
are further described in the note to the consolidated financial staternents entitled “Summary of Significant Accounting
Policies - Reinsurance”. . ;o . S

; D . . P [ . P | - . i, )

The Second Amended Credit Facility requires the Company to maintain various financial ratios and balances, as
defined in the agreement, including: (i) a debt to total capitalization ratio of not more than 30 percent at all times (such ratio
was 21 percent at December 31, 2007); (ii} an interest coverage ratio greater than or equal to 2.0 to 1 for each rolling four
quarters (such ratio exceeded the minimum requirement for the four quarters ending December 31, 2007); (iii) an aggregate
risk-based capital ratio, as defined in the' Second Amended Credit Facility, greater than or equal to 250 percent for each
quarter (such ratio exceeded the minimum risk-based capital requirements at December 31, 2007); and (iv) a combined
statutory capital and surplus level of greater than $1,270.0 million (combmed statutory capital and surplus at December 31,
2007 exceeded such requirement). . ) -

The Second Amended Credit Facility includes an $80.0 million revolving credit facility that.can be used for general
corporate purposes and that would mature on June.22, 2009. There were no amounts outstanding under the revolving credit
facility at December 31, 2007 or 2006. The Company pays a commitment fee equal to .50 percent of the unused portion of
the revolving credit facility on an annualized basis. The revolving credit facility bears interest based on either a Eurodollar
rate or a base rate in the same manner.as described above for the Second Amended Credit Facility,

The Second Amended Credit Facility prohibits or restricts, among other things: (i) the payment of cash dividends on
our common stock; {ii) the repurchase of our common stock; (iii} the issuance of additiona} debt or capital stock; (iv) liens;
(v) certain asset dispositions; (vi) affiliate transactions; (vii) certain investment activities; (viii) change in business; and (ix)
prepayment of indebtedness (other than the Second Amended Credit Facility). The obligations under our Second Amended
Credit Facility are guaranteed by Conseco’s current and future domestic subsidiaries, other than: (1) its insurance companies;
(ii) subsidiaries of the insurance companies; or (iii) certain immaterjal subsidiaries as defined in the Second Amended Credit
Facility. This guarantee was secured by granting liens on substantially all the assets of the guarantors, inctuding the capital
stock of our top tier insurance company, Conseco Life Insurance. Company,of Texas. Under the Second Amended Credit
Facility, we may-pay cash dividends on our common stock or repurchase our common stock in an aggregate amount of up to
$300.0 million over the term of the facility (of which, only $200.0 million may be paid in the year beginning June 12, 2007).
As further discussed in the note to the consolidated financial statements entitled “Shareholders’ Equity”, we repurchased 5.7
million shares of our common stock for $87.2 mitlion in 2007 (of which, $37.6 million was paid in the year beginning June,
12, 2007).
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9. COMMITMENTS AND CONTINGENCIES : . '
Litigation

Legal Proceedings ‘ ‘ '
The Company and its subsidiaries are involved in various legal actions in the normal course of business, in which
claims for compensatory and punitive damages are asserted, some for substantial amounts. Some of the pending matters have
been filed as purported class actions and some actions have been filed in certain jurisdictions that permit punitive damage
awards that are disproportionate to the actual damages incurred. Although there can be no assurances, at the present time the
Company does not anticipate that the ultimate liability from either pending or threatened legal actlons after consideration of -
existing loss provisions, will have a material adverse effect on the financial condition, operatmg results or cash flows of the
Company. The amounts'sought in certain of these actions are often large or indeterminate and the ultimate outcome of*
certain actions is difficult to predict. In the event of ‘an adversé outcome in one or more of these matters, the ultimate liability
may be in excess of the liabilities we;have established and could have'a material adverse effect on our business, financial
condition, results of operations and cash flows. In addition, the resolution of pending or future litigation may involve
modifications to the terms of outstandmg insurance pol1c1es which could adversely affect the future proﬁtab111ty of the
related i insurance policies. :

In the cases described below, we have disclosed any specific dollar amounts sought in the complaints. In our
experience, monetary demands in complaints bear little relation to the ultimate loss, if any; to the Company. However, for
the reasons stated above, it is not possible to make meaningful estimates of the amount or range of loss that could resuit from
some of these matters at this time. The Company reviews these matters on an ongoing basis and follows the provisions of -
Statement of Financial Accountmg Standards No. 5, “Accounting for Contingencies”, when making accrual and disclosure
decisions. When assessing reasonably possible and probable outcomes, the Company bases its dec151ons on 1ts assessment of
the ultimate outcome followmg all appeals >

[

Secuirities ngatmn

After our Predecessor announced its intention to restructure on August 9, 2002, eight purported securities fraud class
action lawsuits were filed in the United States District Court for the Southern District of Indiana. The complaints named us
as a defendant, along with certain of our former officers. These lawsuits were filed on behalf of persons or entities who
purchased our Predecessor’s common stock on various dates between October 24, 2001 and August 9, 2002. The plaintiffs
allege claims under Sections 10(b) and 20(a) of the Securities Exchange Act of 1934, as amended, and allege material
omissions and dissemination of materially misleading statements regarding, among other things, the liquidity of Old Conseco
and alleged problerns in Conseco Finance Corp.’s manufactared housing division, allegedly resulting in the artificial inflation
of our Predecessor’s stock price. These cases were consolidated-into one case in the United States District Court for the
Southern District of Indiana, captioned Franz Schleicher, et al. v. Conseco, Inc., Gary Wendt, William Shea, Charles Chokel
and James Adams, et al., Case No. (12-CV-1332 DFH-TAB. The complaint seeks an unspecified amount of damages. ‘The
plaintiffs filed an amended consolidated class action complaint with respect to the individual defendants on December 8,
2003. Our liability with respect to this lawsuit was dischargéd in our Predecessor’s plan of reorganization and our obligation
to indemnify individual defendants who were not serving as an officer or director on the Effective Date is limited to $3
million in the aggregate under such plan. Qur liability to indemnify individual defendants who were serving as an officer or
director on the Effective Date, of which there is one such'defendant, is not limited by such plan. A motioti to dismiss was
filed on behalf of defendants Shea, Wendt and Chokel and on July 14, 2005, this matter was dismissed: Plaintiffs filed a
second amended complaint on August24, 2005, We filed a motion to dismiss the second amended complaint on November
7,2005. This motion was denied on Seéptember 12, 2007. James S. Adams filed for bankruptcy on July 29, 2005, Case No.
1:02-cv-1332-DFH-TAB (Southern District, Indiania). Plaintiffs are to file their motion for class certification by April 18,
2008. The matter is scheduled for a jury trial on May 10, 2010. We believe this lawsuit is-without merit and intend to defend
it vigorously; however, the ultimate outcome cannot be- predlcted with certainty. Our current estimate of the maximum loss
that we could reasonably incur on this case is approximately«$2.0 million. We do not believe that the potenual loss related to
the individual defendant who served as an officer on the Effective Date is'material. ;o :

Cost of Insurance Litigation

The Company and certain subsidiaries, including principally Conseco Life, have been named in numerous purported
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class action and individual lawsuits alleging, among other things, breach of contract, fraud and misrepresentation with regard
to a changé made in 2003 and 2004 in the way cost of insurance charges are calculated for life insurance policies sold-
primarily under the names “Lifestyle” and “Lifetime”. Approximately 86,500 of these policies were subject to the change,
which resulted in increased monthly charges to the policyholders’ accounts. Many of the purported class action lawsuits
were filed in Federal courts across the United States. In June 2004, the Judicial Panel on Multidistrict Litigation consolidated
these lawsuits into the action now referred to as In Re Conseco Life Insurance Co. Cost of Insurance Litigation, Cause No.-
MDL 1610 (Central District, California). In September 2004, plaintiffs in the multi-district action filed an amended
consolidated complaint and, at that time, added Conseco, Inc. as a defendant. The amended complaint alleged, among other
things, that the change enabled Conseco, Inc. to add $360 million to its balance sheet. The amended complaint sought'
unspecified compensatory, punitive and exemplary damages as well as an‘injunction that would require the Company to
reinstate the prior method of calculating cost of insurance charges and refund any increased charges that fesulted from the -
change. On April 26, 2005, the Judge in the multi-district action certified a nationwide class on the claims for breach of
contract and injunctive relief. On April 27, 2005, the Judge issued an order certifying a statewide California class for
injunctive and restitutionary relief pursuant to California Business and Professions Code Section 17200 and breach of the
duty of-good faith and fair dealing, but denied certification on’the claims for fraud and intentional misrepresentation and
fraudulent concealment. - The Company announced on August 1, 2006, that it-had reached a proposed settlement of this case.
Under the proposed'settlement, inforce policyholders were given an option to choose a form of policy benefit enhancement
and certain former policyholders will share in a settlement fund by either receiving cash or electing to reinstate their policies
with énhanced benefits:- The settlement was subject to court review and approval, a faimness hearing, notice to all class
members, election of options by the class members, implementation of the settlement and other conditions. At the May 21,
2007 fairness hearing, the court granted final approval of the settlement and issued an order doing so on June 8,:2007. The -
Court entered final judgment in the case on July.5; 2007. We began implementirig the settlement with the mforce and certain
former pollcyholders in the last half of 2007. - . ‘ '

We-incurred total costs related to this litigation settlement of $64.4 million, $174.7 million and $18.3 million in 2007,
2006 and 2005, respectively. The costs recogmzed n 2007 represent adjustments to our initial estimates based on the
ultimate cost of the settlement : S

The implementation of the settlement includes enhanced benefits to the inforce insurance policies, which eliminates *
the future estimated profits from these policies in periods subsequent to the settlement date, if the experience. of the policies is
consistent with our expectations. We recognized income before income taxes on these policies of approximately $6.0 million
in the six months ended June 30, 2006.

Other cases that remain pending with respect to-life insurance policies sold primarily under the names “‘Lifestyle” and
“Lifetime” include purported nationwide class actions in Indiana and California state courts. Those cases filed in Indiana
state'courts have been consolidated into the case now referred to as Arlene P. Mangelson, et al, v. Conseco Life Insurance
Company, Cause No. 29D01-0403-PL-211- (Superior Court, Hamilton County, Indiana). This case was settled in connection
with the /n Re Conseco Life Instirance Co. Cost of Insurance Litigation, Cause No. MDL 1610 (Central District, California),
as further described above. Four putative nationwide and/or statewide class-action lawsuits filed in California‘state coufts-
have been consolidated and are being coordinated in the Superior Court of San Francisco County under the new caption Cost
of Insurance Cases, Judicial Council Coordination Proceeding No. 4384 (Judicial Council of California). In November
2007, this matter was settled, with the exception of the claims of one plaintiff (who will be the sole remaining plaintiff in this
lawsuit). The amount recognized as expense iii' 2007 related to the settlement of this case was not significant to our business;
financial condition, results of operations or cash flows. On January 25, 2005 an Amended Complaint making similar
allegations was filed in the case captioned William Schwariz v. Jeffrey Landerman, Diann P, Urbanék, Metro Insurance, Inc.,
Samuels Jacky Insurance-Agency, Conseco Life Insurance Company, Successor to Philadelphia Life Insurance Company,
Case No. GD 00-011432 (Court of Common Pleas, Allegheny Cotnty, Pennsylvania). Additionally, on February 1.1, 2005
Mr. Schwartz filed a purported nationwide class action captioned William Schwartz and Rebeca R. Frankel, Trustee of the
Robert M. Frankel Irrevocable Insurance Trust v. Conseco Life Ins. Co. et al', Case No. GD 05-3742 (Court of Common -
Pleas, Allegheny County, Pennsylvania). On May 12, 2006 these two Schwartz casés were consolidated under both original
case numbers.”The Schwartz matters were settled in January 2008. The amount recognized as expense in 2007 related to the
settlement of these cases was not significant to our business, financial condition, results of operations or cash flows. On May
24, 2005 a purported class action lawsuit was filed in [llinois on behalf of a putative statewide class captioned William J.
Harte, individually and on behalf of all others similarly situated v. Conseco Life Insurance Company, Case No. 05CH08925
{Circuit Court of Cook County, [Hinois, Chancery Division), which has been removed to the United States District Court for
the Northern District of Illinois, transferred to California and consolidated and coordinated with MDL 1610.
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Other non-class action cases regarding these policies include a lawsuit filed on September 14, 2005 in Hawaii
captioned AE Ventures for Archie Murakami, et al. v. Conseco, Inc., Conseco Life Insurance Company; And Doe Defendants
1-100, Case No. CV05-00594 (United States District Court, District of Hawaii). This suit involves approximately-800
plaintiffs all of whom purport to have opted out of the In Re Conseco Life Insurance Co. Cost of Insurance Litigation multi-
district action. The complaint alleges nondisclosure, breach of fiduciary duty, violations of HRS 480 (unfair and/or deceptive
business practices), declaratory-and injunctive relief, insurance bad faith, punitive damages, and seeks to impose alter ego
liability. .

The ultimate outcome of the cost of insurance lawsuits that have not been settled cannot be.predicted with certainty
and an adverse outcome could exceed the amount we have accrued and could have a material,impact on the: Company s
consolidated financial condition, cash flows or results of operations. :

Agent Litigation

. On September 18, 2006, a purported class action was filed in the Superior Court of the State of California for the.
County of Los Angeles, Holly Walker, individuatly, and on behalf of all others similarly situated, and on behalf of the
general public,v. Bankers Life & Casualty Company, an insurance company domiciled in the State of lllinois, and Does 1 to
100, Case No. BC358690. In her compiaint, plaintiff alleged Bankers Life and Casualty Company intentionally misclassified
its California insurance agents as independent contractors when they should have been classified as employees. Plaintiff
sought relief on behalf of the class alleging claims for preliminary and permanent injunction, misclassification,
indemnification, conversion and unfair business practices. Bankers Life and Casualty Company caused the case to be
removed to the U.S. District Court, Central District of California on October 18, 2006. An order was entered on November
20, 2006 transferring the case to the U.S. District Court, Northern District of {llinois, Case No. 06C6906. The Court has
dismissed with prejudice plaintiff’s allegations of preliminary and permanent injunction and misclassification. A first
amended complaint was filed on June 12,2007 adding Carole Paradise as the new class representative and naming Helly
Walker as an individual plaintiff. This complaint alleges claims of indemnification, conversion and.unfair business practices.’

On October 1, 2007, the court granted the plaintiffs motion for class certification. Bankers Life and Casualty Company ,
subsequently appealed to the 7" Circuit Court of Appeals, which denied the appeal. This matter is set for trial on July 21,
2008. We believe the action is without merit and we intend to defend the case vigorously. The ultimate outcome of the
action.cannot be predicted with certainty.

Other Litigation

On November 17, 2005, a-complaint was filed in the United States District Court for the Northern District of
California, Robert H. Hansen, an individual, and on behalf of all others similarly situated v. Conseco Insurance Company, an
illinois corporation fik/a Conseco Annuity Assurance Company, Cause No. C0504726. Plaintiff in this putative class action
purchased an annuity in 2000 and is claiming relief on behalf of,the proposed national class for alleged violations of the
Racketeer Influenced and Corrupt Organizations Act; elder abuse; unlawful, deceptive and unfair business practices; . |
unfawful, deceptive and misleading advertising; breach of fiduciary duty; aiding and abetting of breach of fiduciary-duty; and
unjust enrichment and imposition of constructive trust. On January 27, 2006, a similar complaint was filed in the same court
entitled Friou P. Jones, on Behalf of Himself and All Others Similarly Situated v. Conseco Insurance Company, an lllinois
company fik/a Conseco Annuity Assurance Company, Cause No. C06-00537. Mr. Jones had purchased an annuity in 2003,
Each case alleged that the annuity sold was inappropriate and that the annuity products in question are inherently. unsuitable .
for seniors age 65 and older. On March 3, 2006 a first amended complaint was filed in the Hansen case adding causes of
action for fraudulent concealment and breach of the duty of good faith and fair dealing. In an order dated April 14, 2006, the.
court consolidated the two cases.under the original Hansen cause number and retitled the consolidated action: In re Conseco
Insurance Co. Annuity Marketing & Sales Practices Litig.. A motion to dismiss the amended complaint was granted in part
and denied in part, and the plaintiffs filed a second amended complaint on April 27, 2007. The second amended complaint
includes the same causes of action as the prior complaint, but added as defendants Conseco, Inc., Conseco Services, LLC,,
Conseco-Marketing, LLC and 40[86 Advisors, Inc. while deleting Friou Jones as a named plaintiff. We filed a motion to
dismiss the second amended complaint and it was granted in part and.denied in part. A motion to dismiss Conseco, Inc.,
Conseco Services, LLC, Conseco Marketing, LLC and 40|86 Advisors, Inc. was filed gn September 14, 2007, and we await a
ruling on the motion. The court has not yet made a determination whether the case should go forward as a class action, and
we intend to oppose any form of class action treatment of these claims. We believe the action is without merit, and.intend to
defend it vigorously. The ultimate outcome of the action cannot be predicted with certainty. :

On September 24, 2004, a purported statewide class action was filed in the 18" Judicial District Coun; Parish of
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Iberville, Louisiana, Diana Doiron, Individually And On Behalf of All Others Similarly Situated v. Conseco Health Insurance
Company, Case No. 61,534, In her complaint, plaintiff claims that she was damaged due to Conseco Health Insurance
Company’s failure to pay claims made under her cancer policy, and seeks compensatory and statutory damages in an
unspecified amount along with declaratory and injunctive relief. Conseco caused the case to be removed to the United States
District Court for the Middle District of Louisiana on November 3, 2004, and it was assigned Case No. 04-784-D-M2. An
order was issued on February 15, 2007 granting plaintifi’s motion for class certification. The order specifically certifies two
sub-classes identifying them as the radiation treatment sub-class and the chemotherapy treatment sub-class! We have
appealed the certification order to the 5" Circuit Court of Appeals, and an oral argument was heard by that court on March 3,
2008. We believe the action is without merit, and we'intend to defend the case'vigorously. The ultimate outcome of the
action cannot be predicted with certamty ‘ . o :

Beneficial Standard Life Insurance Company, a predecessor company to Conseco Insurance Company, filed suit for
declaratory judgment against J.C. Penney Life Insurance Company a’/k/a Stonebridge Life Insurance Company
(“Stonebridge™} in a case captioned, Beneficial Standard Life Insurance Company v. J.C. Penney Life Insurance Company
and J.C. Penney Company, Inc., United States District Court for the Central District of California, Case No. CV-98-02792-
SVW. This litigation arises from the 1967 sale of Beneficial Fire & Casualty (“BF&C™) by Beneficial Standard Life
Insurance Company to J.C. Penney Companyy Inc. The subject of the case is whether Conseco Insurance Company must
indemnify Stonebridge for losses and expenses incurred as a result of.claims arising under presale BF&C insurance policies.’
Conseco Insurance Company filed suit in April 1998 secking a judicial declaration that: (1)t is not generally obligated 10
indemnify Stonebridge under the terms of the agréement governing the 1967 sale; and (2) that it is not obligated to indemnify
Stonebridge for losses or expenses incurred in connection with specific known claims. Penney counterclaimed for breach of
contract and declaratory relief. On July 25; 2006, a second action was filed in-the Circuit Court of Hamilton County, Indiana,
captioned Conseco Insurance Company v. Stonebridge Life Insurance-Company and J.C. Penney Life Insurance Company.
Penney-removed the case to federal court on August 16, 2006, Case No. 1:06-CV-1229 SEB-VSS (Southern District, Indiana)
and filed a motion to dismiss. On September 27, 2007, the court transferred this case to the State of California for
consolidation with the pending matter there. The subjéct of this second action is whether Conseco Insurance Company’s
indemnification obligation with respect to specific known claims is excused by Stonebridge’s failure to pursue available .
reinsurance. The parties have reached a settlement and the cases are to be dismissed with prejudice. The amount recognized
as expense in 2007 related to the settlement of this case was not significant to our business, financial condition, results of
operanons or cash flows.. ,

'
' o . ' \

On November 3, 2006, an action was filed in the U.S. District Court for the Central District of California Ruth Ross
v. Pioneer National Life Insurance Company and Washingion National Insurance Company, Case No. CV (6 7081. In that
case, the plaintiff alleges breach of contract, bad faith and violation of California consumer protection laws in the handling of
her claim for benefits under a Washington National Insurance Company policy of long-term care insurance. The Company
paid out in excess of the $150,000 per occurrence maximum benefit and declined to pay additional claims, but the plaintiff
contends she should receive the balance of a $250,000 lifetime maximum benefit. The parties disagree as to whether the
plaintiff’s continuing confinement is caused by one or more than one occurrence as defined under the policy. In her
comptaint, the plaintiff claims loss of benefits of $.1 million, and compensatory damages for mental anguish of $.9 miltlion,
together with punitive damages of $5 million plus attorney fees, interest and costs of litigation. The parties were unable to
conclude the matter at a mediation which occurred June 22, 2007. The matter is scheduled for jury trial May 27, 2008. The
Company believes the claim is without merit and intends to defend it vigorously. The ultlmate outcome of the act:on cannot
be predlcted with certamty i’

*On August 7,'2006, an action was filed in the United States District.Court for the Southern District of New York,
Sheldon H. Solow v. Conseco, Inc. and Carmel Fifth; LLC, Case No. 06-CV-5988 (BS.J). The pilaintiff alleges breach of duty.
to hold a fair auction, fraud, promissory estoppel, unjust enrichment and a declaratory judgment with respect to the sale by
defendants of the GM Building in New York City in 2003. Plaintiff was a losing bidder on the building. In the complaint,
plaintiff seeks damages of $35 million on the unjust enrichment:count and damages in an amount to-be determined at trial on
the remaining counts. Defendants filed a motion to'dismiss the complaint on. September 18, 2006. On January 11, 2008, the
court ruled on the motion to dismiss, granting the motion with respect to the unjust enrichment and declaratory judgment -
counts, and denying the motion with respect to the remaining three counts. Discovery will now be proceeding in the matter,
The Company believes the action is without merit and intends to defend it vigorously. The ultimate outcome of the action
cannot be predxcted with certainty.

In addmon, the Company and its subsidiaries are involved on an ongoing basis'in other arbitrations and lawsuits,
including purported class actions, related to their operations. The uitimate outcome of all of these other legal matters pending
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against the Company or its subsidiaries cannot be predicted, and, although such lawsuits are not expected individually to have
a material adverse effect on the Company, such lawsuits could have, in the aggregate, a material adverse effect on the
Company’s consolidated financial condition, cash flows or results of operations.

Director and Officer Loan Program Litigation

Collection efforts by the Company-and Conseco Services related to the 1996-1999 director and officer loan programs
are ongoing against two past board members with outstanding loan balances, James D. Massey and Dennis E. Murray, Sr. In
addition, these directors have sued the companies for declaratory relief concerning their liability for the loans. The specific
lawsuits now pending include: Murray and Massey v. Conseco, Case No. 1:03-CV-1701-LIM-VSS (Southern District,
Indiana)}; Conseco Services v. Murray, Case No. 29D02-0404-CC-381 (Superior Court, Hamilton County, Indiana); Conseco
Services v. Massey, Case No. 29D01-0406-CC-477 (Superior Court, Hamilton County, Indiana); Conseco, Inc. v. Massey,
Case No. 2005-L-011316 (Circuit Court, Cook County, lllinois} and Conseco and Conseco Services v. J. David Massey et al.,
Case No. 29D02-0611-PL-1189 {Superior Court, Hamilton County, Indiana). On June 21, 2006, in the Hamilton County
case, the Company obtained a partial summary judgment against Mr. Massey in the sum of $4.4 million plus interest at 11.5.
percent from June 30, 2002. The trial court stayed execution of the judgment pending appeal. The trial which was set for
October 22, 2007, has been continued without date. On January 22, 2008, the Indiana Court of Appeals, in Massey v.
Conseco Services, LLC Case No. 29405-0610-CV-5635, affirmed the judgment entered in the Hamilton County case in favor
of the Company and the dismissal of Massey’s counterclaims. Mr. Massey has filed a petition for rehearing with the Court of
Appeals. The Murray U.S. District Court case is currently set for trial on February 2, 2009,

The Company and Conseco Services believe that all amounts due under the director and officer loan programs,
including all applicable interest, are valid obligations owed to the companies. As part of our Predecessor’s plan of
reorganization, we have agreed to pay 45 percent of any net proceeds recovered in connection with these lawsuits, in an
aggregate amount not to exceed $30 million, to former holders of our Predecessor’s trust preferred securities that did not opt
out of a settlement reached with the committee representing holders of these securities. As of December 31, 2007, we have
paid $13.7 million to the former holders of trust preferred securities under this arrangement. We intend to prosecute these
claims to obtain the maximum recovery possible. Eurther, with regard to the various claims brought against the Company
and Conseco Services by certain former directors and officers, we believe that these claims are without merit and intend to
defend them vigorously. The ultimate outcome of the lawsuits cannot be predicted with certainty. At December 31, 2007,
we estimated that approximately $19.2 million, net of collection costs, of the remaining amounts due under the loan program
will be collected (including amounts that remain to be collected from borrowers with whom we have settled) and of that

amount $10.2 million will be paid to the former holders of our Predecessor’s trust preferred securities:

Regulatory Examinations and Fines .

Insurance companies face significant risks related to regulatory investigations and actions. Regulatory investigations
generally result from matters related to sales or underwriting practices, payment of contingent or other sales commissions,
claim payments and procedures, product design, product disclosure, additional premium charges for premiums paid on a
periodic basis, denial or delay-of benefits, charging excessive or impermissible fees on products, changing the way cost of
insurance charges are calculated for certain life insurance products or recommending unsuitable products to customers. We
are, in the ordinary course of our business, subject to various examinations, inquiries and information requests from state,
federal and other authorities. The ultimate outcome of these regulatory actions cannot be predicted with certainty. In the
event of an unfavorable outcome in one or more of these matters, the ultimate liability may be in excess of liabilities we have
established and we could suffer significant reputational harm as a-result of these matters, which could also have a material
adverse effect on our business, financial condition, results of operations or cash flows.

.o H L 1

Conseco received a letter from the Congressional Committee on Energy and Commerce (the “Committee™) dated May
23, 2007 indicating the Committee is conducting an investigation of companies-that underwrite, market, and sell long-term
nursing home and home health care.insurance policies. In that letter, the Committee requested various documents from
Conseco with regard to long-term care insurance. Representatives from Conseco subsequently met with the Committee
staffers and reached an agreement on the scope of the documents requested. Conseco responded to all agreed upon document
requests by June 27, 2007. Conseco intends to continue to fully cooperate with regard to this investigation.

Conseco received a letter from Senator Grassley of the United States Senate Finance Committee dated September 27,

2007 indicating his interest in learning how long-term care insurance providers manage their policies, serve their .
beneficiaries, and decide which claims to approve and which to deny. Senator Grassley requested answers to questions
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regarding Conseco’s policies and practices and requested various documents. Representatives from Conseco subsequently
met with two of the Senator’s staffers and reached an agreement on the scope of the information requested. Conseco is in the
process of providing the mformatlon requested and intends to continue to fully cooperate with regard to this 1 1nqu1ry

The states of Pennsylvania, Illinois, Texas, Florlda and Indiana are leading a multistate examination of the long-term
care claims administration and complaint handling practices of Conseco Senior and Bankers Life and Casualty Company, as
well as the sales and marketing practices of Bankers Life and Casualty Company ‘This examination commenced in July
2007. More than 35 other states have joined or expressed an interest in joining the multistate exammatlon This examination
will cover the years 2005, 2006 and 2007. . e

Certain state insurance regulators have previously requested information with respect to actions of the Company
related to the cost of insurance charges for life insurance policies sold primarily under the names “Lifestyle” and “Llfet:me
Such policies are subject to the lmgatlon settlement described in the section of this note entitled “Cost of Insurance
th]gatlon : . ‘ - '

Guaranty Fund Assessmenfs

The balance sheet at December 31, 2007; included: (i) accruals of $7.0 million, representing our estimate of all known
.assessments that will be levied against the Company’s insurance subsidiaries by various state guaranty associations based on
. premiums written through December 31, 2007; and (ii) receivables of $3.4 million that we estimate will be-recovered through a
reduction in future premium taxes as a result of such assessments. At December 31, 2006, such guaranty fund assessment
accruals were $7.2'mitlion and such receivables were $3.4 million. These estimates are subject to change when the-associations
determine more precisely the losses that have occurred and how such losses will be allocated among'the insurance companies.
We recognized expense for such assessments of $1.3 million, $2.5 million and $4.0 million in 2007, 2006 and 2005,
respectively.

Guarantees: - .

g We hold bank loans made to certain former directors and employees to enable them to purchase common stock of old
Conseco. These loans, with a principa! amount of $481.3 mitlion, had been guaranteed by our Predecessor. We received all
rights to collect the balances due pursuant to the original terms of these loans. In addition, we hold loans to participants for
interest on the loans. The loans and the interest loans are collectively referred to as the “D&O loans.” ‘We regularly evaluate
the collectibility of these loans in light of the credit worthiness of the participants and the current status of various legal
actions we have taken to collect the D&O loans. At December 31, 2007, we have estimated that approximately $19.2 million
of the D&O loan balance (which is included in other assets) is collectible (net of the costs of collection). An allowance has
been establlshed to reduce the total D&O loan balance to'the amount we estimated was recoverable. In 2006 and 2005, other
operating costs and expenses are net of recoveries of $3.0 mllllon and $3.2 million, respectively, related to our evaluation of
the collectibility of the D&O loans.

Pursuant to the settlement that was reached with the Official Committee of the Trust Originated Preferred Securities
(“TOPrS”) Holders and the Official Committee of Unsecured Creditors in the Plan, the former holders of TOPrS (issued by
0Old Conseco’s subsidiary trusts and eliminated tn our reorganization) who did not opt out of the bankruptcy settlement, will
be entitled to receive 45 percent of any net proceeds from the collection of certain D&O leans in an aggregate amount not to
exceed 530 million. As of December 31, 2007, we had paid $13.7 million to the former holders of TOPrS and we have
established a liability of $10.2 million (which is included in other liabilities), representing our estlmate of the amount which
will be pald to the former holders of TOPrS pursuant to the settlement. ‘

In accordance with the terms of the employment agreements of two of the Company’s former chief executive officers,
certain wholly-owned subsidiaries of the Company are the guarantors of the former executives’ nonqualified supplemental
retirement benefits. The liability for such benefits was $22.5 million at both December 31, 2007 and 2006 and is mcluded in
the caption “Other liabilities” in the consohdated balance sheet.
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- Leases and Certain Other Long-Term Commitments
' ’ f . e " . !

The Company rents office space, equipment and computer software under noncancellable operating lease agreements. In
addition, the Company has entered into certain $ponsorship agreements which require future payments: Total expense pursuant
to these lease and sponsorship agreements was $44.8 million, $43.3 million and $41.3 million in 2007, 2006 and 2005, -
respectively.. Future required minimum payments as of December 31, 2007, were as follows (dollars in millions):

2008 S . - $375 ..

2012

.10. OTHERDISCLOSURES . S

o Agent Deferred Compensatlon Plan and Postretlrement Plans -

For.our agent deferred compensatmn plan and postretlrement plans it is our pollcy to lmmedlately recogmze changes in
the actuarial benefit.obligation resultmg from either.actual expenence being dlfferenl than expected or from changes in
actuarial assumptions:, .y . : ‘ ;o

One of our insurance subsidiaries has a noncontributory, unfunded deferred compensation plan for qualifying members
of its career agency force, Beénefits are based on years of service and career earnings. The actuarial measurement date of this
deferred compensation plan is December 31. The liability recognized in the consolidated balance sheet for the agents’ deferred
compensation plan was.$94.5 million and $94.6 million at December 31, 2007 and 2006, respectively. Costs incurred on this
plan were $5.8 million, $8.9 million and $11.3 million during 2007, 2006 and 2003, respectively (including the recognition of
gains (losses) of $3.3 million, $(.1) million and $(4.0) million in 2007, 2006 and 2003, respectively, resulting from actual -
experignce being different than expected or from changes in actuarial assumptions): The estimated net loss for the agent
deferred compensation plan that will be amortized from accumulated other comprehensive income into the net periodic bengfit
cost during 2008 is $.2 million. In 2006, we purchased Company-owned life insurance (“COLI”) as an investment vehicle to
fund the agent deferred compensation plan. The COLI assets are not assets of the agent deferred compensation plan, and as a
result, are accounted for. outside the plan and are recorded in the consolidated balance sheet as other invested assets. The
carrying value of the COLI assets was $40.9 million and $19.7 million at December 31, 2007 and 2006, respectively. Changes

in the cash surrender value (which approximates net realizable value) of the COLI assets are recorded as. net investment income.

Effective December 31, 2005, the Company terminated certain postretirement benefit plans. Prior to the termination of
such plans,.we provided certain health care and life insurance benefits for certain eligible retired employees under partially
funded and unfunded plans in existence at the date on which certain subsidiaries were acquired. Certain postretirement benefit
plans were contributory, with participants’.contributions adjusted annually. Actuarial measurement dates of September 30 and
December 31 were used for, those postretirement benefit plans. In 2005, we recognized gains of $13.2 million on the
termination of these plans. The remaining liability at December 31, 2006, related to benefits paid in 2007. Amounts related to
the postretirement benefit plans were as follows (dollars in millions):

]

T . i

C 2007 2006

Benefit oialigatidh, heéinning of year ................. $.3 ) $.5 ) .
Benefits paid ... et S {3 (2
Benefit obligation, end 0f YEar........ccouvueeeeieeeeecreeeneseeceeeereneenens §-_ 3.3
$-. 23

Funded status - accrued benefit CoSt......oovvmiviviiivceceririeenses S
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We used the following assumptions for the deferred compensation plan to calcutate:

2007 . 2006

Benefit obligations: . : . - . : .
DiSCOUNT TALE ...ccvriveivsiareieen St sara e e s snencas - 6:02% 5.75% e I
Net periodic cost: _ ‘ -
DISCOUNE TALE .. e Lo n. 3.75% 5.50% . e

The discount rate is based on the yield of a hypothetical portfolio of high quality debt instruments which could
effectively settle plan benefits on a present value basis as of the measurement date. At both December 31, 2007 and 2006, for
our deferred compensation plan for qualifying members of our career agency force, we assumed a 5 percent annual increase in
compensation until the participant’s normal retirement date (age 65 and completion of five years of service).

. There was no expense recognized in 2006 or 2007 related to the postretlrement benef'n plans whlch werg terminated in
2005. Components of the cost (benefit) we recognized related to such postretirement p]ans in 2005 were as follows (dollars in
millions): '

Cost of postretirement benefits: . ., . | ' . . » _ ", ‘
Interest Cost........ocvnvene. e et een TR . % 6 E . .
Curtailment gains.......ccoovvererennnnnenns eerrezrenessharan s naees Mieannd (13.2) ' ,
Recognized net actuarial gain -, i~
Net periodic cost (beneﬁt) ................................................. ¥ 1259)
The benefits expected to be paid pursuant to our agent deferred compensatlon plan and postreurement benefit plans as of
December 31, 2007 were as follows (dollars in millions): ‘ \ . ‘
2013 - 2017 .......................... erereee e TR, w303 .

Tﬁe Company has qualified defined contribution plans for which substantiaily all employe.es are eligible. Company .
contributions, which match certain voluntary employee contributions to the plan, totaled $4.2 million, $4.1 million and $4.0
million in 2007, 2006 and 2005, respectively. Employer matching contributions are discretionary.

Reclassification Adjustments Included in Comprehensive Income (Loss)
The changes in unrealized appreciation (depreciation) included in comprehensive income (loss) are net of reclassification

adjustments for after-tax net gains (losses) from the sale of investments included in net income (loss) of approximately S(4)
millien, $70 million and $165 miltion for the years ended December 31, 2007, 2006 and 2005, respectively.
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'11. SHAREHOLDERS' EQUITY

In the second quarter of 2004, we completed the public offerings, including underwriter over-allotments, of 50.6
million shares of our common stock at an offering price of $18.25 per share and 27.6 million shares of our 5.5 percent Class *
B mandatorily convertible preferred stock (the !*Preferred Stock™) at an offering price of $25 per share. Proceeds from the
offerings, net of issuance costs of $63.4 million, totaled $1,550.1 million. Such proceeds were used as follows:

» $928.9 million to redeem all outstanding sﬁqres of our class A preferred stock.

* $620.7 million to repay indebtedness under our Previous Credit' Facility, including accrued interest of $.7 million.

¢ 3.5 million for general corporate purposes

In May 2007, all of our Preferred Stock was converted into shares of Conseco common stock in accordance with the
terms of issuance. Under those terms, each of the 27.6 million shares of Preferred Stock outstanding was converted into -
1.3699 shares of common stock. As a resuit of the conversion, our common shares outstanding increased by 37.8 miilion.

Pursuant to the Plan, we issued warrants to purchase 6.0 million shares of our common stock (the “Series A
Warrants™) entitling the holders to purchase shares of CNO common stock at a price of $27.60 per share. The Series A
Warrants expire on September 10, 2008. The exercise price and number of common shares issuable are subject to adjustment
based on the occurrence of certain events, including: (i) stock dividends; (ii) stock splits; and (ii1) the issuance of instruments
or securities which are exercisable for or convertible into shares of common stock entitling the holders to purchase shares of
common stock at a price per share that is less than the market price on the-date of issuance. ar

In December 2006, the Company’s board of directors authorized a common share repurchase program of up to $150
million. In May 2007, the Company’s board of directors increased the authorized common share repurchase program to a
maximum of $350 million. As further discussed in the note to the consolidated financial statements entitled “Notes Payable —
Direct Corporate Obligations,” we currently may pay cash dividends on our common stock or repurchase our common stock
in an aggregate amount of up to $300 million over thé term of our credit facility (of which, only $200 million may be paid in
the year beginning June 12, 2007). Qur share repurchase program may be implemented through purchases made from time to
time in either the open market or through private transactions. With respect to $25 million of the program, the Company
entered into an accelerated share buy back agreement (“ASB”) to repurchase 1.2 million shares. The initial price paid per
share as part of the ASB transaction was $20.12, The repurchased shares were subject to a settlement price adjustment based
upon the difference between: (i) the volume weighted average price of Conseco common stock (as defined in the ASB); and
(ii) $20.12. The settlement price adjustment was calculated to be $.3 million and was paid to the Company. The Company
recognized a reduction in common stock and additional paid-in capital of $24.7 million in the ﬁrst quarter of 2007 related to

the ASB transaction. . ‘ I

During 2007, the Company repurchased an additional 4.5 million shares of its common stock-for $62.5 million.
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Changes in the number of shares of common stock outstanding were as follows (shares in thousands):

2007 2006 2005
Balance, beginning of YEar ........ce.ovueveeeeiriecreecseen e ssssesesens 152,165 151,513 151,058
Treasury stock purchased and retired ..o (5,699) - -
Conversion of preferred stock into common shares...........ccccveinnn, 37,809 - -
Stock Options eXErCiSed ..........ooeevrieiiirenie e s 207 48 23
Shares issued under employee benefit
COMPEnsation PIANS.........ciiieeiieiienenicteiir et 177 (a) 645 (a) . 443 (a)
L7 T YOO OO VPP YO URYRTUURYST USRI (N (41) (11)
Balance, end of year ..........ccocoeceennccennnae, e 184,652 152,165 151,513

(a) In 2007, 2006 and 2005, such amounts were reduced by 24 thousand shares, 220} thousand shares and 148 thousand
shares, respectively, which were tendered for the payment of federal and state taxes owned on the issuance of restricted
stock. : '

The Company has a long-term incentive plan which permits the grant of CNO incentive or non-quaiified stock options,
restricted stock awards, stock appreciation rights, performance shares or units and certain other equity-based awards to
certain directors, officers and employees of the Company and certain other individuals who perform services for the
Company. A maximum of 10 million shares may be issued under the plan. Our stock option awards are generally granted
with an exercise price equal to the market price of the Company’s stock on the date of grant. For options granted in 2006 and
prior years, our stock option awards generally vest on a graded basis over a four year service term and expire ten years from
the date of grant. Our stock option awards granted in 2007 generally vest on a graded basis over a three year service term and
expire five years from the date of grant, The vesting periods for our restricted stock awards range from immediate vesting to
a period of four years.

A summary of the Company’s stock option activity and related information for 2007 is presented below (shares in
thousands):

Weighted Weighted

average average Aggregate
exercise remaining intrinsic
Shares price life value
Outstanding at the beginning of
ThE YEAT ...oveeecee et ettt e 4,217 $20.76
Options Eranted........ocoeeiimerinirenionieceseereeneasaaseareasses e aressnesensrsns 1,671 17.37
EXEICISEA cveererieireiriiiiiee ettt eve st enee e ese e (207) 16.31 $1.3
Forfeited or terminated ..............ccooooeiie e (853) 20.54
Outstanding at the end of the year ..., 4,828 19.82 59 years $28.1-
Options exercisable at the end of the year ... 2,462 6.0 years $16.6

Available for future grant ..., 2,794

o A ' .- : U
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A summary of the Company’s stock option activity and related information for 2006 is presented below (shares in
thousands): ' : '

Weighted.  Weighted . - - :
average average Aggrepate
" exercise ‘remaining intrinsic
Shares price - life value'
Outstanding at the beginning of .
EHE WEAT .-ttt e 3,536 $19.89
OPLONS GLANLEA....oveveieeeecesiire e vt s e s be s sassaans 1,295 . 22.57
EXErcised ...oovoiiieerivis it e Mo rer s s e s s et . (48) - 2080 - $.3
Forfeited OF lErminated ...........oooorrrooeooooeersroeeererssrressvoeescoeees | _(S66) 19.47
Outstanding at the end of the year....... ST ORI OPYO el 4,217 . 2076 - ZLb6years §274

Options exercisable at the end of the Year ..o loivciincvcne. + 2,287 7 -k Gdvyears  $149

Aviilable for future grant ........cocoeveeiinnnen, frereeie e FETTTN 4,020
A summary of the Company’s stock option activity and related information for 2005 is presented below (shares in
thousands): . o . . . .

2005
Weighted
average
exercise
Shares price

Outstanding at the beginning of

TE YRAT ettt ettt ettt ettt e et e e nsrannnns et 3,448 . $19.82
OPLONS BIANLEG......ecicieceeee e e e s ses bt se st s ree s sss e e e aeseenenrens 560 21.22
EXEICISE «..ooiiieiie et sttt bt et et sttt et see s r e e e 23 20.83
Forfeited or terminated ..........cccooirerccrce e s 449 20.92.
QOutstanding at the end of the Year ... e 3,536 19.89 ;
Options exercisable at the end of | )

T8 WEAT ...ccii ittt e s s e 1,406
Available for ﬁJturé BIANT (.ot erenieire sttt esseae s st s gt enees o i,;ﬂ

.

We recognized compensation expense related to stock options totaling $7.4 million ($4.8 million after income taxes) in
2007 and $6.5 million ($4.2 million after income taxes) in 2006. Compensation expense related to stock options reduced both
basic and diluted earnings (loss) per share by 3 cents in 2007 and 2006. At December 31, 2007, the unrecognized
compensation expense for non-vested stock options totaled $12.4 million which is expected to be recognized over a weighted
average period of 2.3 years. Cash received from the exercise of stock options was $3.4 miltion, $1.0 miltlion and $.5 million
during 2007, 2006 and 2003, respectively. ‘
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If compensation cost had been determined based on the fair value at the grant dates for all awards issued after January
1, 1995, the Company’s pro forma net income and pro | forma earnings per share would have been as follows (dollars in
millions, except per share amounts)

2005 - Lo

o e (Restated)u
Net income, a8 FEPOIEA ......oiiiiiieirieieneiir e iniere s ts st as st e eieaiessbesssasssasssnsssrseras ‘ $312 7
Less stock-based employee compensation expense determined under the
fair value method for all awards, net of income taxes ... i 35
Pro fOrMa NE IMCOME.....vvvevrreiseerererseisssenasssenssserserersrsesrasss et sssssesesesesesensssersasessonsesons $309.2
Earnings per share: - . . : TR
Basic, 88 TEPOITEU........c.ccoieeiririrereeeeeeeeeesesssmseseessmnse e sesransnsssemnsnssereessasnasensesesnensensass $1.82
BaSsiC, Pro fOTNA c.cccccvrriiiiiir e esrsssrsrsse e sesesesesesss e esesesesesassssssssssssssesessnsnsnens $1.79
Diluted, as reported..........oooo et e §1.69
Diluted, pro forma .........ooceovieieeisbeersrerreseerarsseeenns ettt bbb nane . 8167

The fair value of each stock option grant is estimated on the date of grant using-the Black-Scholes optlon valuation model
with the following weighted average assumptions: . . ' . ‘ R

¥ . . " R I

2007 Grants 2006 Grants 2005 Grants-

Weighted average I']Sk free 1nterest rates ................................................. 4.4% 5.0% 4.0%

Weighted average dividend yields..........cooeeivciiniiniiiiinnrs 0.0% 0.0% 0.0%
Volatility factors...........ccocoeeeen. ettt meaeeaeeaneteaneeee et enes e te e eneeaeenaan , 22% ; 22% . 25%
Weighted average expected life.............ocooo fan s ecemr e e e eneen .- 3.7 years 6.2 years .. - 6.1 years
Weighted average-fair value per share................. fevenrrer s Cereenrereean e Lo $422 © $7.90 $7.06

The risk-free interest rate is based on the U.S. Treasury yield curve in effect at the time of grant. The dividend yield is
based on the Company’s history and expectation of dividend payouts. Volatility factors are based on the weekly historical
volatility of the Company’s common stock since our emergence from bankruptcy in September 2003. The expected life is
based on the average of the graded vesting period and the contractual terms of the option.

The exercise price was equal to the market price of our stdck for all options granted in 2007, 2006 and 2005.

The following table summarizes information about stock options outstanding at December 31, 2007 (shares in
thousands):

Options outstanding, Options exercisable
- ' Numnber Remaining Average exercise Number Average exercise
Range of exercise prices outstanding life (in years) price exercisable price
$12.96-818.97.....civiiiiiriinin 1,806 48 $17.46 345 $18.06
$19.61 -$2545..iivieee 3,022 6.6 21.23 2,117 20.86

4,828 2.402
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During 2007,.2006 and 2005, the Company granted .1 million, .1 million and .2 million restricted shares, respectively,
of CNO common stock to certain directors, officers and employees of the Company at a weighted average fair value of
$18.39 per share, $22.68 per share and $21.41 per share, respectively. The fair value of such grants totaled $1.7 million, $1.3
million and $4.7 million in 2007, 2006 and 2005, respectively. Such amounts are recognized as compensation expense over
the vesting period of the restricted stock. A summary of the Company’s non-vested restricted stock activity for 2007 is
presented below (shares in thousands):

, Weighted
. : average

grant date

Shares fair value
Non-vested shares, beginning of year ...........ccccovevvnverviecnieennnn, 245 $20.06
GRANLE ... eaes ettt - 91 18.39
Vested ......... eeteea et e bbb R bR n Rt bbbt b b ates (201) . 19.58
Forfeited.......ccoooioiiccvt e {23y - 20.90
Non-vested shares, end of YEar .........vccecevveeerrennrnienessie e 112 19.38

At December 31, 2007, the unrecognized compensation expense for non-vested restricted stock totaled $1.3 million
which is expected to be recognized over a weighted average period of 1.7 years. At December 31, 2006, the unrecognized
compensation expense for non-vested restricted stock totaled $3.3 million. We recognized compensation expense related to
restricted stock awards totaling $3.2 million, $10.2 million and $11.4 miilion in 2007, 2006 and 2005, respectively, The fair
value of restricted stock that vested during 2007, 2006 and 2005 was $3.9 million, $16.1 million and $11.5 million,
respectively. . . i ol

SFAS 123R also requires us to estimate the amount of unvested stock-based awards.that will be forfeited in future
periods and reduce the amount of compensation expense recognized over the applicable service period to reflect this estimate.
In accordance with SFAS 123R, we periodically evaluate our forfeiture assumptions to more accurately reflect our actual
forfeiture experience.

The Company does not currently recognize tax benefits resulting from tax deductions in excess of the compensation
expense recognized because of NOLs which are available to offset future taxable income.
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A reconciliation of net income (loss) and shares used to calculate basic and diluted eamings (loss) per share is as
follows (dollars in millions and shares in thousands): ‘

007 2006 ' 2005
(Restated) . (Restated)

Net income (1088 ceevevereren... S, et e 8(179.9) T S1060 . $3127
Preferred stock dividends..............c.ocepeeemrecerrenmeomrerenncnnereconnes -~ e “(14.D) - _(38.0) (38.0)

Net income (loss) applicable to common '
stock for basic eamings per share ... . (1%54.0) . 68.0 2747

Effect of dilutive securities: i ) .
Preferred stock dividends .........coocooeiiiiiii . - e T 38.0 -

Net income (loss) applicable to common
stock and assumed conversions for

diluted earnings per Share .............covvreeereecrercrcemeecnssessssnnisvanannens . 9(194.0) 3680 T 83127
Shares: _ ;
Weighted average shares outstanding for basic

earnings per share ..........cccoovvcvinninnns e ittt ebsane et rereene 173,374 151,650 151,160

Effect of dilutive securities on weighted
average shares:

SEOCK 1ovviiiririiteectee s s see e s i tesreeeneessasaearre s e emameeeeeane e e e e banessebare s s rabaanenan - - 33,027
Stock option and restricted stock plans........coveeeeciceciin - 819 853
Dilutive potential common Shares ... - 819 33.880

Weighted average shares outstanding for diluted

EATNINES PEL SHATE....coevrerieere ettt cscs s oo cbat bt 0s 173,374 152,509 185,040

There were no dilutive common stock equivalents during 2007 because of the net loss recognized by the Company
during such period. Therefore, all potentially dilutive shares are excluded in the weighted average shares outstanding for
diluted earnings per share, and the preferred stock dividends on the Class B mandatorily convertible preferred stock (related
to the period prior to their conversion) are not added back to net income (loss) applicable to common stock. The potentially
dilutive shares related to the Class B mandatorily convertible preferred stock were not dilutive during 2006, but the common
stock equivalents related to stock option and restricted stock plans were dilutive.

The following summarizes the equivalent common shares for securities that were not included in the computation of
diluted eamings per share, because doing so would have been antidilutive in such periods (shares in thousands).

2007 006 2005
Equivalent common shares that were antidilutive during the year:
Class B mandatorily convertible preferred stock.........ccovciiirnnnnnen. 14,334 32,178 -
Stock option and restricted stock plans.........cciiniiinn 144 - -
Antidilutive equivalent common shares.......ooocovoein 14,478 32,178 -

In 2007, the Company granted 420,900 performance shares pursuant to its long-term incentive plan to certain officers
of the Company. The criteria for payment related to 252,540 of such awards (which had a grant date fair value of $1.7
million) is based upon the cumulative return on the Company’s stock with dividends reinvested {“total shareholder return™)
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compared to the total shareholder return of a group of Conseco’s peers {represented by the companies comprising the
Standard & Poor’s Life and Health Index and the'Russell 3000 Health and Life Index). over 2 three year performance
measurement period ending December 31, 2009. If the Company’s results are below the”50™ percentile of the comparison
group, no portion of the award.is eamed. If the Company’s results are equal to or greater than the 75" percentile, then the
maximum award is earned. The criteria for payment of the remaining 168,360 performance shares (which had a grant date
fair value of $3.0 million) is based upon the Company’s operating return on equity, as defined in the award agreement, for the
year ended December 31, 2009. 1f the Company’s operating return on equity is less than 10.0 percent, no portion of the
award is earned. 1f the Company’s operating return on equity is equal to or greater than 12.0 percent, then the maximum
award is earned. Unless antidilutive, the dituted weighted average shares outstanding would reflect the number of
performance shares expected to be issued, using the treasury stock method.

In August 2005, we completed the private offering of the Debentures. In future periods, our diluted shares outstanding
may include incremental shares issuable upon conversion of all or part of such Debentures. Since the $330.0 million
principal amount can only be redeemed for cash, it has no impact on the diluted earnings per share calculation. In accordance
with the conversion feature of these Debentures, we may be required to pay a stock premium along with redeeming the
accreted principal amount for cash, if our common stock reaches a certain market price. In accordance with the consensus
from EITF No. 04-8, “The Effect of Contingentiy Convertible Instruments on Diluted Earnings per Share”, we will include
the dilutive effect of our Debentures in the calculation of diluted earnings per share when the impact is dilutive. During
2007, 2006 and 2005, the conversion feature of these Debentufes did not have a dilutive effect because the weighted average
market price of our common stock did not exceed the initial conversion price of $26.66. Therefore, the Debentures had no
effect on our diluted shares outstanding or our diluted earnings per share in 2007, 2006 or 20605.

Basic earnings (loss) per commeon share is computed by dividing net income (loss) applicable to common stock by the
weighted average number of commeon shares outstanding for the period. Restricted shares (including our performance shares)
are not included in basic earnings {loss} per share until vested, Diluted earnings (loss) per share reflect the potential dilution
that could occur if outstanding stock options were exercised and restricted stock was vested. The dilution from options and
restricted shares is calculated using the treasury stock method. Under this method, we assume the proceeds from the exercise
of the options (or the unrecognized compensation expense with respect to restricted stock) will be used to purchase shares of
our common stock at the average market price during the period, reducing the dilutive effect of the exercise of the options {or
the vesting of the restricted stock).
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i - ' . ;o

12. OTHER OPERATING STATEMENT DATA

Insurance policy income consisted of the following (dollars in millions):

2007
Traditional products: . o -+ o . o
Direct premiums collected-................. e retereiaesier e s s rne et re s n e nnen $4,549.6
Reinsurance assumed.................. SO TR SO FOT OO SYPOTOPTS 329.0
Reinsurance ceded ......ovvvriiivnnninsio e resse b (203.9)
Premiums collected, net of reinsurance ..., 4,674.7
Change in unearned PrEMIUMS .....coooovriiiiniciiec e 4
Less premiums on universal life and prodicts
. . withdut mortality and morbidity risk which
are recorded as additions to insurance
liabilities ............ AN TR e (1.852.2)
- Premiums on traditional products with
mortality or morbidity risk ..o 2,822.9
Fees and surrender charges on interest-sensitive .
Products .......ccceeverunanne et v e e re ettt e 344.4
Insurance policy iNCOME .......coiriiicnirr e o 33,1673 -

: "

2006 2005
547498 $ 4,434.4
124.0 60.1
_(215.2) _(232.2)
4,658.6 42623
48.5 8.3
2.067.7) . (1.709.8)
2,639.4 12,5708
349.6 _ 3593
. MM ¢ 1 32,9301

The four states with the largest shares of 2007 collected pren‘iiums Were Florida (8.5 percent),' California (7.3 percent),
Texas (6.6 percent) and Pennsylvania (6.1 percent). .No other state accounted for more than five percent of total collected

premiums.

Other operating costs and expenses were as follows (dollars in millions):

COMMISSION EXPEMSE ...ooeveveeeeviisis e iers ettt $1473

Salaries and WaZES ........covviriieinci 184.9

L8 11 T-) O ST OO T O PO PSS TSSOV PR UTOPR PN 271.9
4

Total other operating costs and EXPenses .....ovweeecrneerrerrrsrrserasessnes $604.1

Changes in the value of policies inforce at the Effective Date were as follows (dollars in mill_ibns):

2006
(Restated)

$i51.4

184.0.- .
241.3

35767 -

2007 2006
(Restated)
Balance, beginning of Year ... $2,136.5 $2,399.5
Additional acquiSItion EXPENSE......ccoiiiiiiiiiiiiiii e s 1.9 21
AMOTTZALION. c.e.eveoever s cresssssss s s ses s ceesse e seerae s bssssesses (268.7) (294.4)
Cumulative effect of accounting change related to the adoption -

OF SOP 051 oo ese s s e e ecesnassanans (2.6) -
Effect of annuity coinsurance transaction.............ccoccoeevinininninccnennnens (191.2) -
Effect of reinsurance recapture. ...........oooooiiiierieece s 56.3 -
Amounts related to fair value adjustment of actively managed

FIXEd MBLUTIEIES ..vvvvrerereeeecee et ssebe s seses st s bns (9.4) 29.3

Balance, end OF YEAr ..ot $1,722.8 $2,136.5
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Based on current conditions and assumptions as to future events on all policies inforce, the Company expects to amortize
approximately 13 percent of the December 31, 2007 balance of the value of policies inforce at the Effective Date in 2008, 12
percent in 2009, 11 percent in 2010, 7 percent in 2011 and 6 percent in 2012. The discount rate used to determine the
amortization of the value of policies inforce at the Effective Date averaged approximately 5 percent in the years ended

December 31, 2007, 2006 and 2005.

In accordance with SFAS 97, we are required to amortize the value of policies inforce in relation to estimated gross
profits for universal life products and investment-type products. SFAS 97 also requires that estimates of expected gross
profits used as a basis for amortization be evaluated regularly, and that the total amortization recorded to date be adjusted by ™
a charge or credit to the statement of operations, if actual experience or other evidence suggests that earlier estimates should

be revised.

Changes in the cost of policies produced were as follows (dollars in millions):

~ 2

2007 2006
Balance, beginning of Year ...........cocveeiciiiionincenie e $1,106.7 $ 7588
AdItIoNS ..ot aen 487.6 v 4825
AMOTLIZALION ..ttt ee e s ers e (180.6) - . (147.2)
Cumulative effect of accounting change related to the adoption of
SOP 05-1 oottt se ettt sasse et sessessntases (1.6) -
Effect of annuity coinsurance transaction ............cco.ocoeevvivercieseeeeeeeeeenens (19.3) -
Amounts related to fair value adjustment of actively
managed fixed MAUNES ........ccoooevrirrrereeeee e, e 30.2 12.6
Balance, end of Year ..........coeevreemrresnineincns i s .$1,423.0 $1.106.7.

13. CONSOLIDATED STATEMENT OF CASH FLOWS

The following disclosures supplement our consolidated statement of cash flows (dollars in millions):

2007
Non-cash items not reflected in the investing and
financing activities sections of the consolidated
statement of cash flows: ‘
Stock option and restricted stock plans..........covvvirrevierieceiienee e $11.0
Conversion of preferred stock into common shares..........c.coecveereeee. 667.8
Reduction of tax liabilities related to various
contingencies recognized at the fresh-start date.............ccoceeeeene e 6.0 -
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- The following reconciles net income ta net cash provided by operating activities {dollars in millions):

2007 2006 2005

g . . . ! B .o " (Restated) (Restated)
Cash flows from operating activities: o o . o S :
NEt INCOME (10SS) vuvvevivcremiririieeceteeneresinse e ssesessensseeseseisememsssssesssssssenaitons (1 79.9) 3$106.0 $312.7
Adjustments to reconcnle net income to A . .
net cash provided by operating activities: . - ‘ :
Amortization and depreciation ...l e bes s reseereceeees 483.2 . 501.2 400.5
INCOME TAXES vrvverrireeereeee e eeeeee et s nbsee s e everresnenrens - 4.2 ;626 200.0
Insurance Habilities .....cvvoeevieierereee e e o 1448 4932 - 4204
Accrual and amortization of investment iINCOME..........c.oovniiiiinennns 73.4 (5.8) 86.4
Deferral of policy acquisition costs............... AR eeeres feverenrenes (545.9) (484.6) - (4009
Net realized investment I0SSES .......cceereeemceeereeercecerccieriionins - 1554 472 29
Loss on extinguishment of debt .................. rererereses st anisnrebenseeeens - 3 : 34
Net sales (purchases) of trading SeCUTItIES ...cooovvvecrvvvcsrermvcrercee: - (1143) 0 1.36.0. . 165.8
Loss related to an annuity coinsurance transaction .............ocivsesvssss- -76.5 L : -
OUREE ..ot b s o 59 175.1 ' (29.1}.
Net cash provided by operating activities S UV AN S_IQ.L& . $93] ,2 $1,162.1

At December 31, 2007 and 2006, restricted cash and cash equivalents c0n51sled of: (1) $16 1 miilion and $is. 7 million
respectively, held by a variable interest entity; (ii) $1.9 million and $.1 million, respectively, of segregated cash held for the
benefit of the former holders of TOPtS; and (iii) $3.1 mitlion and $8.2 million, respectively, held in an escrow account pursuant
to a litigation settlement.

4. STATUTORY INFORMATION (BASED ON NON-GAAP MEASURES)

Statutory accounting practices prescribed or permitted by regulatory authorities for the Company’s insurance subsidiaries
differ from GAAP. The Company’s insurance subsidiaries reported the following amounts to regulatory agencies, after
appropriate elimination of intercompany accounts among such subsidiaries (dollars in millions):

007 . 2006
Statutory capital and SUTPIUS.....c.coeriririrciiivcicie s Ceveere e e rennres . - $1,336.2  $1,554.5
ASSCL VALUALIOT! TESBIVE ..uvoviieiiisiessnrrerrirerersssnrtesssmssssssssesasesssasssnessasasstasatesesaraanaesseessemarnnerinsssarnrnensnn 161.3 . 179.1
T ETESt IMAINIEANCE FESETVE ... veeveererersreresseeseeseeesressesesssesssssiosssssssassessssessssssessssssssoresrsssssonsessesennenees 19077 249.7

TOUR 1o eeer e seeenes s sesseeessesssssesseeesesosereseeeeseeeeeeeee s ST - $1,6942  $1.983.3

Statutory capital and surplus included investments in upstream affiliates of $52 4 million at both December 31,2007
and 2006, respectively, which were eliminated in the consolidated financial statements prepared in accordance with GAAP.

Statutory earnings build the capital required by ratings agencies and regulators QItatumry earnings, fees and interest paid
by the insurance companies to the parent company create the “cash flow capacity” the parent company needs to meet its
obligations, including debt service. The consolidated statutory net income (loss) (a non-GAAP measure) of our insurance
subsidiaries was $(321.3) million, $(232.4) million and $97.3 miilion in 2007, 2006 and 2005, respectively. Included in such
net income (loss) were net realized capital gains (losses), net of income taxes, of $(38.5) million, $(1.8) million and $7.8
million in 2007, 2006 and 2005, respectively. In addition, such net income (loss).included pre-tax amounts for fees and interest
to Conseco or its non-life subsidiaries totaling $162.8 million, $157.6 million and.$145.6 million in 2007, 2006 and 2005,
respectively. .

The statutory data discussed above reflects our current financial statement filings with various regulatory authorities. It
is our intention to evaluate each of the items that have been restated in our conselidated-financial statements prepared in
accordance with GAAP to determine whether restatement to our previously filed statutory financial statements is needed. We
cannot reasonably estimate the effects of any such restatements should they occur.
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Insurance regulators may prohibit the payment of dividends or other payments by our insurance subsidiaries to parent
companies if they determine that such payment could be adverse to our policyholders or contract holders. Otherwise, the
ability of our insurance subsidiaries to pay dividends is subject to state insurance department regulations. Insurance
regulations generally permit-dividends to be paid from statutory eamned surplus of the insurance company without regulatory
approval for any 12-month peried in amounts equal to the greater of (or in a few states, the lesser of): (i) statutory net gain
from operations or statutory net income for the prior year; or (ii) 10 percent of statutory capital and surplus as of the end of
the preceding year. Any dividends in excess of these levels require the approval of the director or commissioner of the
applicable state insurance department. All of the dividends we plan to have our insurance subsidiaries pay in 2008 will
require regulatory approval. During 2007, our top tier insurance subsidiary paid dividends of $50.0 million to CDOC, Inc.
(“CDOC™). Also, during 2007, CDOC fnade capital contributions totaling $200.0 million to our top tier insurance subsidiary
including $50.0 million of capital contributions which were accrued at December 31, 2006, and paid in February 2007.

In connection with monitoring the financial condition of insurers, certain state insurance departments have requested
additional information from two of the Company’s insurance subsidiaries, Conseco Senior and Conseco Life, because each
such insurance subsidiary has incurred statutory losses in a 12 month period in excess of 50 percent of its capital and surplus.

The statutory losses of Conseco Life are primarily attributable to a litigation settlement. For further information related to
this case, refer to the caption entitled “Cost of Insurance Litigation” included in the note to our consolidated financial
statements entitled “Commitments and Contingencies”. The statutory losses of Conseco Senior are primarily attributable to
the adverse development of prior period claim reserves, an increase in claims incurred during 2006 and 2007 and
strengthening of statutory active life reserves using the prospective unlocking method (as permitted by insurance regulators),
all of which related to long-term care policies. Based on our discussions with state insurance departments we do not expect
the regulators to take any actlons agamst Conseco Senior or Conseco Life. .

Conseco Senior has-been aggresswely seeking actuarially justified rate increases and pursuing other actions on our
long-term care policies. During the third quarter of 2006, we began a new program to file requests for rate increases on
various long-term care products in the Other Business in Run-off segment as we believe the existing rates are too low to fund
expected future benefits. These filings are expected to be the first of three rounds of rate increase filings for many of the
same policies, and in some cases we requested three years of successive rate increases. The effects of the first round of rate
filings have been partially realized in our premium revenue. Most of our long-term care business is guaranteed renewable,
and, if necessary rate increases are not approved, we may be required to write off all or a portion of the insurance acquisition
costs and establish a premium deficiency reserve. .

In accordance with orders from the Florida Office of Insurance Regulation, Conseco Senior may not distribute funds to
any affiliate or shareholder unless such distributions have been approved by the Florida Office of Insurance Regulation and
Washington National Insurance Company may not make similar distributions without prior notice to the Florida Office of
Insurance Regulation. In addition, the risk-based capital and other capital requirements described below can also limit, in
certain ¢ircumstances, the ability of our insurance subsidiaries to pay dividends.

Risk-Based Capital (“RBC”) requirements provide a tool for insurance regulators to determine the levels of statutory
capital and surplus an insurer must maintain in relation to its insurance and investment risks and the need for possible
regulatory attention. The RBC.requirements provide four levels of regulatory attention, varying with the ratio of the
insurance company’s totat adjusted capital (defined as the total of its statutory capital and surplus, AVR and certain other
adjustments) to its RBC (as measured on December 31 of each year) as follows: (i) if a company’s total adjusted capital is
less than 100 percent but greater than or equal to 75 percent of its RBC, the company must submit a comprehensive plan to
the regulatory authority proposing corrective actions aimed at improving its capital position (the “Company Action Level™);
(1) if a company’s total adjusted-capital is less than 75-percent but greater than or equal to 50 percent of its RBC, the
regulatory authority will perform a special examination of the company and issue an order specifying the corrective actions
that must be taken; (iii) if a'company’s total adjusted capital is less than 50 percent but greater than or equal to 35 percent of
its RBC, the regulatory authority may take any-action it deems hecessary, including placing the company under regulatory
control; and (iv) if a company’s total adjusted capital is less than 35 percent of its RBC, the regulatory authority must place -
the company under its control. In addition, the RBC requirements provide for a trend test if a company’s total adjusted
capital is between 100 percent and 125 percent of its RBC at the end of the year. The trend test calculates the greater of the
decrease in the margin of total adjusted capital over RBC: (i) between the current year and the prior year; and (ii) for the
average of the last 3 years. It assumes that such decrease could occur again in the coming year. Any company whose trended
total adjusted capital is less than 95 percent of its RBC would trigger a requirement to submit a comprehensive plan as
described above for the Company Actien Level. . :
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During 2007 and 2006, we made capital contributions to Conseco Senior to maintain total adjusted capital in excess of
the levels subjecting it to any regulatory action. As a result of losses on the long-term care business, we made capital
contributions to Conseco Senior of $202.0 million (including $56.0 miillion which was accrued at December 31, 2007, and
paid in February 2008) in 2007 and $110.0 million (including $80 million which was accrued at December 31, 2006 and paid
in February 2007) in 2006. < A : .

] "

In addition to the RBC requirements, certain states have established minimum capital requirements for insurance
companies licensed to do business in their state. These additional requirements generally have not.had a significant impact
on the Company’s insurance subsidiaries, but the capital requirements in Florida have caused Conseco Health to maintain a
higher level of capital and surplus than it would otherwise maintain and have thus limited its ability to pay dividends.

B P 2 v ¢ : . . '
" In addition, although we are under no obligation to do so, we may elect to contribute additional capital to strengthen
the surplus of certain insurance subsidiaries. Any election regarding the contribution of additional capital to our-insurance
subsidiaries could affect the ability of our insurance subsidiaries to pay dividends to the holding company. The ability of our
insurance subsidiaries to pay dividends is also impacted by various criteria established by rating agencies to-maintain or
receive higher ratings and by the capital levels that we target for our insurance subsidiaries. During 2007, we made capital
contributions of $48.0 million (including $25.0 million which was accrued at December 31, 2007, and paid in February 2008)

to Conseco Life.

During 2007, the financial statements of three of our subsidiariés prepared in accordance with statutory accounting
practices prescribed or permitted by regulatory authorities reflected the establishment of asset adequacy and premium
deficiency reserves primarily related to long-term care and annuity policies. Total asset adequacy and premium deficiency
reserves for Washington National, Conseco Insurance Company and Bankers Conseco Life Insurance Company were $63.8
million, $35.9 million and $30.6 million, respectively at December 31, 2007,

At December 31, 2007, the consolidated RBC ratio of our insurance subsidiaries exceeded the minimum risk-based
capital requirement included in our Second Amended Credit Facility. See the note to the consolidated financial statements
entitled “Notes Payable - Direct Corporate Obligations” for further discussion of various financial ratios and balances we are
required to maintain. We calculate the consolidated RBC ratio by assuming all of the assets, liabilities, capital and surplus
and other aspects of the business of our insurance subsidiaries are combined together in one insurance subsidiary, with
appropriate intercompany eliminations.
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15. BUSINESS SEGMENTS .

We manage our business through the following: three primary operating segments, Bankers Life, Conseco Insurance
Group-and Colonial Penn, which are defined on the basis of product distribution; a fourth. segment comprised of other
business in run-off; and corporate operations, which consists of holding company activities and certain noninsurance
bysinesses, '

We measure segment performance for purposes of Financial Accounting Standards No. 131, “Disclosures about
Segments of an Enterprise and Related Information™, excluding realized investment gains (losses) because we believe that
this performance measure is a better indicator of the ongoing business and trends in our business. Qur investment focus is on
investment income to support our Habilities for insurance products as opposed to the generation of realized investment gains
(losses), and a long-term focus is necessary to maintain profitability over the life of the business. Realized investment gains
(losses) depend on market conditions and do not necessarily relate to decisions regarding the underlying business of our
segments. We.may experience realized investment gains (losses), which will affect future earnings levels since our
underlying business is long-term in nature and we need to earn the assumed interest rates on the investments backing our
liabilities for insurance products to maintain the profitability of our business. .
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Operating information by segment was as follows (dollars in millions):

'

Revenues:
Bankers Life:
insurance policy income:

ADIMUIIES .ot iveeeeeeceeesrsresaeeees e eesmtiaass
Supplemental health ..o

Life...

Net investment income (2)......o.cminivrnirvinssens
Fee revenue and other income (@) .......covnnnnnnns

Total Bankers Life revenues..................

, Conseco Insurance Group:
[nsurance policy income:

ANNUILIES «oeeeie e eveer s e e s e renen h
Supplemental heabth ...
| 0% ) - TSROSO PR PP -

Net investment inCOme (a}.......ccocceceeniiisiinsiannnens
Fee revenue and other income (a).........cccocervenens

Total Conseco Insurance Group

FEVENUES ..o

Colonial Penn:
Insurance policy income:

Life...

* Net investment INCOME (2)....ccvoeiereimirisisinrerereirens
Fee revenue and other income (2) ...

Total Colonial Penn revenues.................

Other Business in Run-ofT: .

Insurance policy income — supplemental health ...
Net investment income (8) ... oev et

Fee revenue and other income (a)....

Total Other Business in Run-off

FEVENLES ..o

Corporate operations:

Net investment INCOME (8) .eoeervrireniviniennieninnnns
Fee and other inCOMe.........ccccveviriniiniiiininens

Total corporate revenues..............ooeevenn

Total segment revenues .........c...oovvne

Supplemental health ...

2007 2006 2005
{Restated) Asreported (Restated) As reported
§ 676 S 647 § 647 § 586 $ 586
1,456.4 1,240.7  1,240.7 1,203.7 1,203.7
1754 155.5 155.5 132.7 132.7
80.6 84.6° 84.6 10.7 10.7
572.3 525.6 525.6 448.0 448.0
12.0 - 6.0 6.0 1.1 ' 1.1
2.364.3 2,077.1 240771 1,854.8 1,854.8
14.3 16.0 16.0 18.6 18.6
590.4 614.4 6144 659.6 659.6
3353 3534 3534 372.7 3727
04 11.0 11.0 i3.1 13.1
689.2 731.3 733.3 702.0 702.0
.6 1.0 1.0 1.9 1.9 -
1,639.2 1,729.1  1,729.1 1,767.¢  1.767.9
9.7 il.1 11.1 13.0 13.0
115.0 997 99.7 86.8 86.8
1.1 1.3 1.3 1.5 1.5
378 8.2 38.2 38.2 38.2
- T .6 .6 Ni J
164.3 150.9 150.9 140.2 140.2
312.1 336.6 336.6 359.1 359.1
193.9 179.5 179.5 177.6 177.6
4 A4 4 5 5
506.4 516.5 516.5 537.2 '537.2
434 29.8 29.8 8.8 i 8.8
10.1 11.2 11.2 20.5 20.5
53.5 41.0 41.0 ) 29.3 29.3
4.727.7 4514.6 4.514.6 4329.4 4._329.4

(continued on next page)
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(continued from previous page)

Expenses:

Bankers Life: :
Insurance policy benefits ........coovevrvinonniirnieierene
AMOZALOM ..o e revesese s
Interest expense on investment borrowings..............
Other operating costs and expenses........... ereraenenes

Total Bankers Life expenses ............. et

Conseco Insurance Group:

Insurance policy benefits .........ccooovcvivirenreiss e '

AMOTIZAON eveeeviieie et
Interest expense on investment borrowings...............
Costs related to a litigation settlement......................
Loss related to an annuity coinsurance transaction...
Other operating costs and eXpenses.............ccocvvevueee.

Total Conseco Insurance Group

EXPEIISES «ooiveiieeeivritsireeereeeeeetatsesraneesesrnsaens

Colonial Penn: .
Insurance policy benefits ....oocoevvevinireiie e
AMOTTIZANION c.vecieieeee et e
Interest expense on investment borrowings..............

Other operating costs and expenses ..........c....coovivees
Total Colonial Penn expenses .......c.coevvvnane

Other Business in Run-off:
Insurance policy benefits .....c.ovvvvveiiiiiisieccireeane, e
AMOTIZALION ..o ee e st ess s s

Total Other Business in Run-off
EXPENSES oot e cesrer e et ee e vereres

Corporate operations: .
[nterest expense on corporate debt......coocooeveeen.
Interest expense on variable interest entity ...............
Costs related to a litigation settlement ...............c......
Other operating costs and eXpenses ..........oceevevercecnes
Loss on extinguishment of debt ..o

Total corporate eXpenses........ccovvvvrvesrsrsenensses
Total segment eXpenses.......ooeercearivnrerensees

Income (loss) before net realized investment gains
(losses), net of related amortization, and income
taxes:

Bankers Life.....cocoooivninniecnieee
Conseco Insurance Group .....cocvveeevecernecnncns
Colonial Penn.....c.o.oooovvevvinmnninicicece,

Segment income (loss) before net realized

investment gains (losses), net of related

amortization, and income taxes ............

2007 2006 ' 2005

(Restated) As reported (Restated) As reported

1,684.7 14106 14370 13052 1,294.2
264.0 241.0 2238 184.1 184.7
- 1 q 1.3 1.3
17138 160.1 157.8 139.3 140.2
21225 18118 18187 16299 1,620.4
1,057.9 1,077.1 1,077.7 1,098.9 1,065.6
177.5 174.5 174.5 158.6 168.6
17.6 8 8 4.9 49
322 165.8 165.8 9.2 9.2
76.5 - - - -
283.5 2783 2783 262.9 262.9
16452 16965 16971 15345 15112
102.2 96.4 96.4 89.7 89.7
203 17.3 173, 15.1 15.1

- - - 4 4
23.7 15.6 15.6 15.0 15.0
146.2 129.3 1293 120.2 1202
588.9 448.9 4573 336.2 351.1
o232 18.9 17.9 24.0 22.8
80.2 83.2 83.2 " 86.1 86.1
6923 5510 558.4 446.3 460.0
72.3 52.9 529 ' 481 48.1
27.4 197 19.7 3.6 3.6
322 8.9 2.9 9.1 . 9.1
42.9 395 . 395 49.6 49.6
- 7 T 3.7 3.7
174.8 121.7 121.7 1141 114.1
47810 43103 43252 3,845.0 3,825.9
2418 265.3 2584 2249 234.4
(6.0) 32.6 32.0 233.4 256.7
18.1 21.6 21.6 20.0 20.0
(185.9) (34.5) (41.9) 90.9 77.2
(121.3) (80.7) (80.7) (84.8) (84.8)
53.3) $.2043 § 1894 $ 4844 $ 5635

(a) It is not practicable to provide additional components of revenue by product or services.
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A reconciliation of segment revenues and expenses to consolidated revenues and.expenses is as follows (dollars in
millions): '

2007 . 2006 2005
o L : , {Restated) Asreported (Restated) As reported

Total SEEMENt (EVERUES .....rveere o e $47277 845146 $45146  $4,3204  $4,329.4
Net realized investment gains (l08S€8).....ccovviereicomcenieinenn (155.4) (47.2) (47.2) (2.9) (2.9)

Consolidated TEVENUES ......ierieeesses s rrencresnsessenscnce 34,5 zg,g 944674  $4,4674 $43265  $4,326.5 -
Total segment EXPenses ......covvvviinnaiininns et $4781.0 $4,310.3 $4,325.2 $3,845.0 $3,825.9
Amortization related to net realized investment gains : L ' .

(LOSSES) oo e ——— 357y  _ {10.1) (10.1) (2.8) , (2.8)

Consolidated eXpenses......coowecuccerieneecinsionsiioniisisininn: $4,7453  $4,3002 $4315.1 838422  $3,823.1

Segment balance sheet information was as follows (dollars in millions}):
bt : — ' . 2007 2006

{Restated) As reported

Assets: L
Bankers Life ..o gess st $12,705.7 $11,867.4 $11,880.1
Conseco INSUTANCE GIOUD......cccviminieeeresns et s e s easasans 15,662.8 ~15,669.5 15,652.7
COLONIAL PENIN ..ot iebernaas e nennes 936.7 866.4 866.4 -
Other Business in Run-off............. OO PO OO PO OO 3,945.7 3,680.6 3,678.0
Corporate OPETAtionS.........vuivcieiimniinisin st b s s aasan s 2639 - 640.1 640.1
TOLAL ASSELS ......oevveierrisrisesrarsess e s e eern e er s s b b es e s s r s $33.514.8 §32,724 0 §32,7173
Liabilities:
BANKETS Life ... eiesisesiesesse e seass s s nns i $11,079.3 $10,204.6 $10,222.6
Conseco INSUTance GroUP.. ... renini i a e s s 12,483.7 12,323.0 12,276.3
COLOMIAL PRI ...t e et te st s s e e eaedba e basarssessans 794.6 729.4 729.4
Other Business it RUN-0fT.........cooiiiiivinie e ss e sanes e 3,732.3 3,289.2 3,298.2
COrPOrate OPErATIONS. ...c.cecv v eeresrertrrissessirmsscssan et e s e sttt 1,189.0 1.477.7 1.477.7
TOtal HABIILIES 1.vocveviiiviviiiriev i isiseeseassassassar s ensaseeesemeseseesseemensesesseeanas §29,278.9 $28,023.9 $28.004,2
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The following table presents selected financial information of our segments (dollars in millions):

Segment

2007

Bankers Life .............. ..............
Conseco Insurance Group.............
Colonial Penn ..o,

Value of poli

dies

- inforce at the Cost of

Value of policies
inforce at the Cost of

174

Effective  policies Insurance  Effective  policies  Insurance
T Date ‘produced  liabilities Date produced - liabilities
................ " $7816 $ 9416  $10,6109
................ . " 663.6 . - 3510 11,820.7 . . .
................. 1194 1304 . 7097 - : . v
y - 158.2 - 3,520.9 . . '
..... e S17228  SLA230  $26,6622 c ’
Restated As reported
................ $ 9049 $ 7405  $ 99453 $ 9147 $ 7405 $ 9963.3
................ 979.9 277.3 11,944.1 979.9 2773 11,8974
................ 71.7 889 "714.1 1.7 889 714.1
_180.0 - 3.389.5 170.9 - 3,398.5
................ ' $20365  SLI1067  $25993.0° $2,1372 $L1067 $25973.3
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¥ . A

16. RESTATED QUARTERLY FINANCIAL DATA (UNAUDITED) —

The following quarterly financial information for each of the three months ended March 31, June 30, September 30 and
December 31, 2007 and 2006 is unaudited and was restated as described in the note to the consolidated financial statements
entitled “Restatement of Previously Iséued Financial Statements.”

We .compute earmngs per common share for each quaner mdependently of carnings per share for the year. The sum of
the quarterly eamnings per share may not equal the earnings per share for the year because of: (i) transactions affecting the
weighted average number of shares outstanding in each quarter; and (ii) the uneven distribution of earnings during the year.
Quarterly financial data (unaudtted) were as follows (dollars in millions, except per share. data).

A ‘ . S Restatedl(b) .
. . . R 1st Qtr. 2nd Qtr. . 3rd Otr. . 4th Qur(a)
2007 ' . ,
REVEIUES ..ottt e et e e reeesee st er et e et eae e et aaee et eneraeeeneanens $1,114.5 $1,169.2  $1,170.7 | $1,1179
Loss before iNCOme taxes .......cc.coevvvrvemiieeiie e rerereraead - (.8)  (853) | ,(853) (1.6)
NEELOSS. ...ttt e e et e e n s 5 . (552). (52.7). (71.5)
Loss pél: common share: -
Basic: , i \ ) .
Net loss ........... et e ettt an et ae et eeteaet et e en et enretatete e eneteaneneeanetereanas $(.07) $(.35) $(.28) $(.38)
Diluted: ’ |
NELLOSS .ot r e aee e O $(.07) $(.35) $(.28) $(38)
- As previously reported
, 1st Otr. 2nd Otr, 3rd Qtr,
2007 . . L
Revenues ........oooeiieooeeeeeeeeeeene ettt e e e et e e e e teate eesreere et reteeneans $1,114.5 $1,169.2  §$1,175.2
Income (loss) before iNCOME tAXES ...........cvveeeecveveeeeecee e iene. 16.2 (92.7) (86.8)
NEt INCOME (LOSS) cuvveiiieeiiii i e e s s ae s e e s sarsre e eree e snreses 10.4 (59.9) (53.7)
Income (loss) per common share
Basic:
Net ICOME (105 .1vvvereieiaiisierseisninssniriresrerresreressrsressrersesessesssesens $.01 $(.38) $(.29)
Diluted:
Net INCOME (JOSE) 1viiirerrereiriiieiierariiiiieieis et er et ere ettt ss e e sssasares 3.0l $(.38) $(.29)

(a) In the fourth quarter of 2007, our net loss reflected the following: (i) an after tax charge of $10 million as a result of
changes in our estimates of future profits for certain interest-sensitive blocks of business in our Conseco Insurance
Group segment; and (ii) an increase of $68 million in our valuation allowance for deferred tax assets.
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{b) The effects of the restatement adjustments on our results of operations for the first three quarters of 2007 are as

follows: )
‘ Quarter ended March 31, 2007
' ____Adjustments
- Accounting for Previously - -
As previously Remediation  premium rate identified As
K ‘ reported - procedures " increases errors restated
) ) (Dollars in millions, except per share data) a
Total revenues.........occevninead Lt B1,114.5 5 - $ - $ - $1.114.5
Benefits and expenses: :
Insurance policy benefits.............. 801.3 19.6 (3.5) - 817.4
Interest expense ... .o vveeennnine 23.6 - - - 236
AMOTZAtION ....cvveeirrereeeeeeeeeeeiaeans 116.2 6 5 : (.2) 117.1
Costs related to tentative . -
litigation settlement................... 13.0 - - . - 13.0
Other operating costs and -
CAPENSES oovisiirsrsesuesesiosesencresienss 144 2 - _ - - 144.2
Total benefits and expenses ...... 1,098.3 20.2 (3.0) (.2) 1,115.3
Income (loss) before income . A ‘
LBXES e verrerrerrnieeneerereaiaenenen 16.2 (20.2) 3.0 2 (&)
Income tax expense (benefit) ............. 58 (1.3 ' i.l 1 (3)
Net income (10SS)........mruveeeseerenn. 3§ 104 ${12.9) - $19 g b )
Net income (loss) per share - basic.... $.01 ‘ 307y
Net income (loss) per share — diluted. E $.01 : $.07)
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Quarter ended June 30, 2007

Adjustments
‘ Accounting for
As previously Remediation  premium rate As
reported  procedures increases restated

(Dollars in millions, except per share data)

TOUAl EVENUES errrererrerrsrrerrcerre 51,1692 8 _- $ - $1.169.2
Benefits and expenses: o .
Insurance policy benefits .............. 930.9 2.3 (3.3) 9253,
Interest expense ........c.ccoceecvnvernrennn 219 - - 219
AmOortization...............ococo e 1163 . 6 . 24 .. 1145, .
Costs related to tentative ‘ . :
litigation settlement................... 35.0 - - .35.0
Other operating costs and . : Lo
EXPEMSES «ceeonreerrerrrreresreesssnasesas 151.8 - - , 151.8
Total benefits and expenses ...... 1.261.9 (L7 ”[5.7) A ,'254.5
Income (loss) before
HCOME AXES.o.criererereraeenens e (92.7} 1.7 57. (85.3) -
Income tax expense (benefit) ............. (32.8) 6 2.1 . (30.1) .
Net income (1088)...ccccreeerercrireinns 3_(599 $ 1.1 36 $ (55.2)
Net loss per share — basic..........cc....... $(.38) ) 335
Net loss per share — diluted................. 3(,38) §(*1_§_)
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Total revenues
Benefits and expenses:

Insurance policy benefits .
Interest expense ...............
Amortization.............cveveee

Costs related to tentative

litigation settlement......

Loss related to an annuity
coinsurance transaction
Other operating costs and

CXPENSES ..o

CONSECO, INC."AND SUBSIDIARIES
Notes to Consolidated Financial Statements

R Quarter ended September 30, 2007

Total benefits and expenses ......

Income (loss) before

income taxes.............

Income tax expense (benefit)

Net income (loss}.............

Net loss per share — basic ......

Net loss per share — diluted...

Adjustments
o Accounting for Previously
As previously Remediation  premium rate identified As

reported  procedures increases EITOrS restated

(Dollars in millions, except per share data)
$1.0752 $ - $ - $(45)  $1.170.7
888.8 (1.5 (1.5) .- 885.8
333 - - - v 333
933 5 {(1.7) - 92.1
16.4 - - - 16.4
76.5 . - ] 76.5
1537 - - (18) 151.9
1,262.0 (1.0) (3.2) (1.8) 1,256.0
(86.8) 1.0 3.2 Q2.7 (85.3)
{33.1) 4 _ 1.2 (1.1) (32.6)
$ _(533.7) $§ 6 $ 20 (1.6 3 (527
$(.29) $(.28)
$(.29) $(.28)
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2006
REVEILES ..ottt ittt s s rn e s s b e s a e s r v e e
Income (loss) before INCOME LAXES ..c.ovvrrervresrererecece e
Net InCOME (LOSS)Y c.ceivveriereiveiecieriereeriressesreresmsenesesmssnssesmeemesmee e escsioiss

Income (loss) per common share:
Basic:

Net INCOME (JOSS) euvieireiee e e eneas

Diluted:
Net income (1088) ..ccooeveernnee

2006
Revenues...............

Income (loss) before income taxes

Net income (10SS) ...ooovvevervrecnrierenns

Income (loss} per common share:

Basic:
Net income (1088) ....cooiiviniirininiesiries e er e e e
Diluted: : o
Net Income (L088) .ot
(2)

CONSECO, INC. AND SUBSIDIARIES
Notes to Consolidated Financial Statements

«__ Restated (b)

]

' 1st Otr. 2nd OQtr. 3Ird Otr.  4th Qtr. (a)
-$l,121.7 $1,084.1 $1,1183  $1,1433
93.6 (32.4) 82.0 24.0
59.8 (20.7) 51.7 15.2
$.33 $(.20) $.28 $.04
$.33. $(20) ., $28 $.04
As previously reported
1st Qtr. 2nd Otr, 3rd Qtr. 4th Otr.

$1,121.7 $1,084.1 §$1,1183 $1,143.3
101.1 (34.9) 76.7 9.4
64.6 (22.3) 484 5.8
$36 . $(21) $.26. $(.02)
$.35 (.20 $.26 $(.02)

In the fourth quarter of 2006, our net loss reflected the following: (i) an after tax charge of $35.2 million as a result

of changes in estimates in the long-term care block of business in the Other Business in Run-off segment; (i) an
after tax charge of $4.6 million related to refinements of data used to estimate certain long-term care claim liabilities
in the Other Business in Run-off segment; and (iii) an after tax charge of $10.5 million in connection with changes
in management’s intent regarding the administration of certain life policies.
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. (b) The effects of the restatement adjustments on our 2006 quarterly results of operations are as follows:

Total revenues..........coevvvvveercinireviiineens

Benefits and expenses:
Insurance policy benefits .

" Inferest EXpense ......c.cviersiveernens

AMOTtiZation........cceveeeeen.

Costs related to tentative

litigation settlement......
Other operating costs and

EXPENISES o.evomvevverreerercsrensreraresnens

Total benefits and expense.........

Income (loss) before
income taxes.............

Income tax expense (benefit)

Net income (loss).............

Net income per share — basic .............

- .Net income per share — dilute.............

[ A . . v

"
1

"_Quarter ended March 31, 2006

Adjustments
Previously
As previously Remediation identified As
reported  procedures errors restated
(Dollars in millions, except per share ddta) + =
$1121.7.  §- 5 - 1.121.7
726.8 33 3.7 733.8
16.4 - - 16:4
1i18.6 4 1 1191
17.7 - - 17.7
141.1 - - 141.1
1,020.6 3.7 3.8 1,028.1
101.1 3.7 (3.8) - 93.6
36.5 (1.3) (1.4) 33.8
3046 S0Q9 3 24 3 508
$.36 - 533
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Total revenues.....cc.o.eeeccnininisiinninnn
Benefits and expenses:
- Insurance policy benefits ..............
© Interest eXpense ......curvverererrsrnnes
AmOortization .........ccceveevrneenniinenns
Costs related to tentative
litigation settlement.........cccconee.

Other operating costs and

CXPEISES i

Total benefits and expense ........

Income (loss) before
INCOME tAXES ...ovvveererrvarnrannrans

Income tax experise (benefit).............
Net income (1058)..cccecinniinienne
Net loss per share - basic.....cccerererene

Net loss per share — diluted.................

Quarter ended June 30, 2006

Adjustments
o Previously
As previously Remediation identified
reported .procedures | eITors

As
restated

* (Dollars in millions, except per share data)
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$1.084.1 - $ -
705.2 )
17.1 -
97.6 4
157.0 -
142.1 -
1,119.0 9
(34.9) (9)
(12.6) {.3)
$223)  $.L9
sc2D)
s21)

5 .
(5.6)

.

'

Y

$L0841 .

700.1-

979 ..

157.0°

+
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. : Quarter ended September 30, 2006

Adjustments

o Accounting for
As previously Remediation premium rate
reported  proceduies increases

(Dollars in millions, except per share data)

Total revenues.,..:c....vevevrerrrnns verieeees $1.118.3 F - B $ -

- Benefits and expenses: _
Insurance policy benefits .............. 772.6 3 (22.7)
INterest eXpense ............co.ovovevrnenns 17.8 o o- -
AMOTHZation ..o, 104.2 3 14.4
Other operating costs and '

EXPENSES .ueieeiieiiriisresiesianiees 147.0 - .-
Total benefits and expenses ...... 1.041.6 b . _(83)
Income (loss) before .
income taxes.......coocormiererennnns 76.7 (.6) 83
Income tax expense (benefit) ............. 28.3 .2y 3.0
Net income (1085)..........ocrrrerennnen. $__484 $ (4 $§ 53
Net income per share - basic ............ . $.26
Net income per share — diluted........... $.26
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Previously

identified As
errors restated
$ - 81,1183
2.3 752.5
- . 17.8
.1 119.0
- 147.0
2.4 1,036.3
(2.4) 82.0
&) 303
5(1.6) § 517
5.28
$.28
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* Quarter ended December 31, 2006

Adjustments
' Accounting for Previously
As previously Remediation  premium rate identified " As’
reported  procedures  * ifcreases - errors-  restatéd

(Dollars in millions, except per share data)

Al

Total FEVENUES ........cvoorvvvssssssnssrnroee $1,1433 § - $ - 8 - $1,1433
Benefits and expenses: . : T g v )
Insurance policy benefits.............. . 863.8 (9.6) (7.9) : 3 - 8466+
Interest Xpense ........ocvvvevinninnns 222 - ' - - - 1222
-~ AMOMIZAtION ..o 103.0 4 Vo2 o 1056
" Loss on extinguishment of debt.... -9 - - - T
Other operating costs and  ~ ' . I ' :
EXPENSES ...oorveerererecreenenseseerens 1442 - o - ' - 144.2 -
Total benefits and expenses ...... 1,133.9 (9.2) s (5.8) : A4 1.119.3
Income (loss) before
INCOME LAXES . ..oevvrercrerrerrerneens 94 92 5.8 (4) 24.0
Income tax expense (benefit) ............ 3.6 3.3 2.1 _ (2) 8.8
Net income (1058)...ccooevveevrerrannen § 358 3 59 § 37 - 3 (D) $ 152
Net income (loss) per share — basic.... 3$(.02) : $.04
Net income (loss) per share — diluted. $(.02) $.04
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CONSECO, INC. AND SUBSIDIARIES
Notes to Consolidated Financial Statements

17. INVESTMENT IN A VARIABLE INTEREST ENTITY

The Comipany has an investment in a special purpose entity, that is a variable interest entity under Financial Accounting
Standards Board Interpretation No. 46 “Consolidation. of Variable Interest Entities, revised December 2003” (“FIN 46R™). The
following s description of our significant investment in 3 variable interest entity:

o ]

Fall Creek CLO Ltd.

Fall Creek CLO Ltd. (“Fall Creek”) is a collateralized loan trust that was established to issue securities and use the
proceeds to invest in loans and other permitted investments. The assets held by the trust are legally isolated and are not
available to the Company. The liabilities of Fall Creek will be satisfied from the cash flows generated by the underlying loans,

‘not from the assets of the Company. Repayment of the principal balance of the investment borrowings of Fall Creek begin in
2012 based on available cash flows from the assets and such borrowings mature in 2017. The carrying value of our investment
in Fall Creek was $47.0 million and $48.8 million at December 31, 2007 and 2006, respectively. The following tables provide
supplemental information about the assets, liabilities, revenues and expenses of Fall Creek which have been consolidated in
accordance with FIN 46R, after giving effect to the elimination of our investment in Fall Creek and investment management
fees earned by a subsidiary of the Company (dollars in millions):

December 31,
2007 2006
Assets: ) - . .
- Actively managed fixed maturities ..........ccoovevnnnerereennnnin. $465.9 $454.5
Cash and cash equivalents —restricted...........ccccocevvnnvnenenenn. 16.1 15.7 ..
Accrued investment iINCOME.......ccoviiiicreineieeeneeeeane e 5.1 3.9
 OHRET @SSEES...vuvvvrece e ecreece e s sase s sa st sssssranes 69 1.5 y
TOLAL ASSELS oo $494.0 3481.6 ,
Liabifities:
Other liabilities ................... ettt ettt etea s eners st et $ 122 $ 2638
Investment borrowings due to others..........cccoceceecnniinnnne 4472 401.7
Investment borrowings due to the Company ..............cocoo....... 47.0 47.0
Total Habilities. .oeceeeveieeeecerce e er e 506.4 475.5
Equity (deficit).
Capital provided by the Company ..........cceevvvrnnieresicreinnne 1.6 1.8
Capital provided by others..........cocccovivvninininieee e 4.1 4.7
Accumulated other comprehensive 0SS ....ovieverieeicceeee. (25.0) 2.1)
Retained €arnings ........ccocomrvnieiiiinininienne e - 6.9 1.7
Total equity (deficit).......ccorrveeniniiiicie e, (12.4) 6.1
Total liabilities and equity (deficit) .o.....ooovemmrmreirieeeee. $494.0 $481.6 |
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ITEM 9, CHANGES IN AND DISAGREEMENTS WITH ACCOUNTANTS ON ACCOUNTING AND
FINANCIAL DISCLOSURE.

None.

ITEM 9A, CONTROLS AND PROCEDURES.

Evaluation of Disclosure Controls and Procedures, Conseco’s management, under the supervision and with the
participation of the Chief Executive Officer and the Chief Financial Officer, evaluated the effectiveness of Conseco’s
disclosure controls and procedures (as defined in Rules 13a-15(e) and 15d:15(e) under the Securities Exchange Act of 1934,
as amended). Disclosure controls and procedures are designed to ensure that information required to be disclosed in reports
filed or submitted under the Exchange Act is recorded, processed, summarized and reported within the time periods specified
in SEC rules and forms and that such information.is accumulated and communicated to management, including the Chief
Executive Officer and Chief Financial Officer, to allow timely decisions regarding required disclosures.

During the evaluation of disclosure controls and procedures as.of December 31, 2006 conducted during the preparation
of Conseco’s financial statements to be included in the Annual Report on Form 10-K for the year ended December 31, 20086,
a material weakness in internal control was identified relating to the actuarial reporting process and the design of controls to
ensure the completeness and accuracy of certain inforce policies. As a result, Conseco’s Chief Executive Officer and Chief
Financial Officer concluded that, as of December 31, 2006, Conseco’s disclosure contrels and procedures,were not effective.

Under the direction of its Chief Financial Officer, Conseco implemented plans in an effort to remediate the material
control weakness during 2007. The status of the remediation efforts has been regularly reviewed with management and the
- Company’s Audit and Enterprise Risk Committee of the Board of Directors. This committee was advised of issues
encountered and key decisions reached by management relating to the remediation efforts,

On February 25, 2008, Conseco announced that it had identified certain errors in its previously filed financial
statements, the majority of which were identified during procedures performed in an effort to remediate the material
weakness in intemnal control over financial reporting described above. Due to the significance of these errors, Conseco has-
restated its financial statements. for the years ended December 31, 2006 and 2005, along with affected Selected Consolidated
Financial Data for 2004 and 2003, and quarterly financial information for 2066 and the first three quarters of 2007.

As of December 31, 2007, the material weakness relating to the actuarial reporting process continued to exist. Asa
result, the Chief Executive Officer and Chief Financial Officer concluded that, as of December 31, 2007, Conseco’s
disclosure controls and procedures were not effective.

Management’s Report on Internal Control over Financial Reporting. Management is responsible for establishing and
maintaining adequate internal control over financial reporting, as such term is defined in Rules 13a-15(f) and 15d-15(f) under
the Securities Exchange Act of 1934. A company’s internal control over financial reportingis a process designed to provide
reasonable assurance regarding the reliability of financial reporting and the preparation of financial statements for external
purposes in accordance with generally accepted accounting principles in the United States.

Because of its inherent limitations, internal control over financial reporting may not prevent or detect misstatements.
Also, projections of any evaluation of effectiveness to future periods are subject to the risk that controls may become
inadequate because of changes in conditions, or that the degree of compliance with the policies or procedures may
deteriorate,

Conseco’s management assessed the effectiveness of the Company’s internal control over financial reporting as of
December 31,2007, In making this assessment, management used the criteria set forth by the Commitiee of Sponsoring
Organizations of the Treadway Commission (COSO) in Iniernal Control — Integrated Framework. Based on this assessment,
management concluded that the Company’s internal control over financial reporting was not effective at December 31, 2007.

A material weakness is a deficiency, or a combination of deficiencies in internal control aver financial reporting, such
that there is a reasonable possibility that a material misstatement of our annuat or interim financial statements would not be
prevented or detected on a timely basis. Conseco management has concluded that, as of December 31, 2007, the following
material weakness relating to the controls over the actuarial reporting process existed:

Conseco did not maintain effective controls over the accounting and disclosure of insurance policy benefits,

amortization expense, the liabilities for insurance products and the value of policies inforce at the Effective Date.
Specificaily, controis over the actuarial reporting process related to the design of controls to ensure the completeness and
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accuracy of certain inforce policies in our Bankers Life segment, Conseco Insurance Group segment and Other Business in
Run-off segment were not effective. These control deficiencies resulted in the misstatement of our insurance policy benefits,
amortization expense, the liabilities for insurance products and the value of policies inforce at the Effective Date and related
disclosures in the consolidated financial statements, and in the restatement of our consolidated financial statements for 2006
and 2003, each of the quarters of 2006 and the first three quarters of 2007. Additionally, these contro! deficiencies could
result in the misstatement of the aforementioned accounts and disclosures that would result in a material misstatement in our
annual or interim consolidated financial statements that would not be prevented or detected Accordmgly, our management
has determined that these control deficiencies constitute a material weakness. - . ) e e -

The effectiveness of our internal controf over financial reporting as of December 31, 2007, has been audited by
PricewaterhouseCoopers LLP, an independent registered public accounting firm, as stated in thelr report which is included
herein, . . . — . B . .

Ce o
Remediation Efforts. Conseco has devoted significant efforts and resources towards lemedlatlon of the material
weakness relating to the actuarial reporting process. Nonethetess, the material weakness continued to exist as of December
31, 2007. Conseco’s management continues to assign the highest priority. tq Conseco’s remediation efforts, with the goal of
remediating the material weakness by the end of 2008. However, due to the nature of the remediation process and the need to
allow adequate time after implementation to evaluate and test the effectiveness of the revised controls, no assurance can be .
given as to the timing of achievement of remediation. Conseco recognizes that further improvement in its internal control
over the actuarial reporting process is essential. Over time, Conseco intends to reduce its reliance on manual controls and
procedures. As part of its remediation efforts, Conseco intends to develop improved systems and processes which will allow
it to rely on front-end preventative controls which will be more sustainable over the long term. Conseco recognizes that
further investment is needed to impragve the actuarial reporting systems and processes and 15 commllted to making the
investments for these improvements. .
Changes to Internal Control Over Financial Reporting.. There were the following changes.in the Company’s internal
control over financial reporting (as defined in Rule 13a-15(f) under the Securities Exchange Act of 1934) during the quarter
ended December 31, 2007, that have materially affected, or are reasonably likely to materially affect, Conseco’s internal
control over financial reporting. We have implemented several initiatives to streamline our administrative procedures and
improve our actuarial valuation systems at our insurance submduanes Our efforts included improvements to our policy
administrative procedures. - o oo o . : ) gt
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. ITEM 9B. OTHER INFORMATION.
‘None. .

PART III

4

ITEM 10. DIRECTORS, EXECUTIVE OFFICERS AND CORPORATE GOVERNANCE.

We will provide information.that is responsive to this Item 10 in our definitive proxy statement or in an amendment to this
Annual Report not later than 120 days after the end of the fiscal year covered by this Annual Report. That information is
incorporated by reference into this Item 10. Additional information called for by this item is contained in Part | of this
Annual Report under the caption “Executive Officers of the Registrant.”

K

ITEM 11 EXECUTIVE COMPE\ISATION _" :
We will pmwde information that i$ responswe to this Item 11 in our definitive proxy statement or in an amendment to this
Annual Report not later than 120 days after the end of the fiscal year covered by this Annual Report. That mformatlon is
mcorporated by reference into this Item 1.

I

ITEM 12. SECURITY OWNERSHIP OF CERTAIN BENEFICIAL OWNERS AND MANAGEMENT AND
RELATED STOCKHOLDER MATTERS.

We will provide information that is responsive to this Item 12 in our definitive proxy statement'or in an amendment to this
Annual Report not later than 120 days after the end of the fiscal year covered by this Annual Report That information is
incorporated by reference into this item 12.

’

ITEM 13, CERTAIN RELATIONSHIPS AND RELATED TRANSACTIONS, AND DIRECTOR
INDEPENDENCE.

We will provide information that is responsive to this Item 13 in our definitive proxy statement or in an amendment to this
Annual Report not later than 120 days after the end of the fiscal year covered by this Annual Report. That information is
incorporated by reference into this Item 13.

ITEM 14. PRINCIPAL ACCOUNTANT FEES AND SERVICES.,
We will provide information that is responsive to this Item 14 in our definitive proxy statement or in an amendment to this

Annual Report not later than 120 days after the end of the fiscal year covered by this Annual Report. That information is
incorporated by reference into this Item 14.
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PART IV
ITEM 15. EXHIBITS AND FINANCIAL STATEMENT SCHEDULES.

(a) 1. Financial Statements. See Index to Consolidated Financial Statements on page 104 for a list of financial statements
included in this Report. » '

2. Financial Statement Schedules. The following financial statement schedules are included as part of this Report
immediately following the signature page:

Schedule 11 -- Condensed Financial Information of Registrant (Parent Company)

Schedule [V -- Reinsurance

All other schedules are omitted, either because they are not applicable, not required, or because the information they
contain is included elsewhere in the consolidated financial statements or notes.

3. Exhibits. See Exhibit Index immediately preceding the Exhibits filed with this report.
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SIGNATURES

Pursuant to the requirements of Section 13 of the Securities Exchange Act of 1934, the Registrant has duly caused this report
to be signed on its behalf by the undersigned, thereunto duly authorized, this 28th day of March, 2008.

CONSECO, INC.
By:  /s/C. James Prieur

C. James Prieur
Chief Executive Officer
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Pursuant to the requirements of the Securitics Exchange Act of 1934, this Report has been sigﬁed below by the following

persons on behalf of the Registrant and in the capacities and on the dates indicated:

Signature

fs/C. JAMES PRIEUR

C. James Prieur

fs { EDWARD J. BONACH

Edward J. Bonach

/s / JOHN R. KLINE

John R. Kline

/s/{R. GLENN HILLIARD

R. Glenn Hilliard

/s / NEAL SCHNEIDER

Neal Schneider

/s /PHILIP R. ROBERTS

Philip R. Roberts

/s / JOHN G. TURNER

John G. Turner

/s / MICHAEL T. TOKARZ

Michael T. Tokarz

/s / MICHAEL S. SHANNON

Michael S. Shannon

/s / DEBRA J. PERRY

Debra J. Perry

/s / DONNA A. JAMES

Donna A. James

/s / DOREEN A. WRIGHT

Doreen A. Wright

Title {Capacity)

Director and Chief Executive Ofﬁcer
(Principal Executive Officer)

Executive Vice President e
and Chief Financial Officer
(Principal Financial Officer)

Senior Vice President
and Chief Accounting Officer
(Principal Accounting Officer)

Director
Director
Director
i)irector
Director
Director
Director
Director

Director
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Date

March 28, 2008

March 28, 2008

© March 28, 2008

i

.. March 28, 2008

.. March 28, 2008

March 28, 2008

March 28, 2008

* Y

March 28, 2008
March 28, 2008
March 28, 2008
March 28, 2008

March 28, 2008




» Report of Independent Registered Public Accounting Firm on Financial Statement Schedules

To the Shareholders and Board of Directors S
Conseco, Inc.: v

Our audits of the consolidated financial statements, of management’s assessment of the effectiveness of internal control over
financial reporting and of the effectiveness of internal control over financial reporting of Conseco, Inc. and subsidiaries referred to
in our report dated March 28, 2008 appearing under Item 8 of this Form 10-K also included an audit of the financial statement
scheduies at December 31, 2007 and 2006 and for the years ended December 31, 2007, 2006 and 2005 listed in Item 15(a)(2)} of
this Form 10-K. In dur opinion, these financial statement schedules present fairly, in all material respects, the mformatlon set
forth therein when read in conjunction with the related consolidated financial statements.

As discussed in Note'2 fo the consolidated financial statements, the Company has restated its 2006 and 2005 consolidated
financial schedules. '

/s/ PricewaterhouseCoopers LLP

Indianapolis, lndlana .
March 28, 2008 o
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CONSECO, INC. AND SUBSIDIARIES
'SCHEDULE II
Condensed Financial Information of Registrant (Parent Company)
- ' Balance Sheet

as of December 31, 2007 and 2006
(Dollars in millions)

ASSETS
2007
Cash and cash equivalents: ,
Unrestricted .......vvviviiieeeeiieeeeeeeeee e eeerereereesnnseeressrerrinneenererenneeeeet . 9 843
RESIICIE ...t sscsnsse e e eneanensreraavassssseresarassesensars ST _ 19
Other INVESIEA ASSELS. ... orvrreeerererrsereesreresresessesares e esssssnre s ssssesstnsesesss s s tesessnessassasssssnsnns 2
Investment in wholly-owned subsidiaries (eliminated in consolidation}..........c.cceeviviccrnininnnns 5,596.9
Receivable from subsidiaries (eliminated in consolidlation) .........cccccrvveiiinrnninieesecersceeen , 6.6
Income tax assets, NEt......cocoverieiveeei e eeeeee e et eteeieistereeeeeeeisestereeeeeeeisssssseesesetmreseeen 2.2
Other assets..........ce. rerrereeree et ettt re et sa e et h e a e e s et s et senrarernin 36.4.
TOLA] ASSELS ..ot et en e ST "$5,728.5
' LIABILITIES AND SHAREHOLDERS® EQUITY
Liabilities: . ‘
INGLES PAYADIE ... e ettt - $1,193.7
Payable to subsidiaries (eliminated in conSOLIdAtIoN)............oueeeeiieieiniarssniniirereeens 2415
Other HADILIIES .....cveiiiiiiicre e essst it et e s es e e e en e ememsesean e s eeememananaens 574
O HABHHGES ... oo eesrsesessssssessssssesesssosssonennss 14926
Commitments and Contingencies
Shareholders’ equity: e T .. . - .
PIEfEITEU STOCK ...ttt ettt s e en s ssn s seres -
. Common stock and additional paid-in capital ($.01 par value, 8,000,000,000

shares avthorized, shares issued and outstanding: 2007 — 184,652,017, )

2000 — 152,165,108 .oeiiiiiii ettt bbbt bbb st ese s 4,070.5
Accumulated other comprehensive 108S........ooooovi i e (273.3)
Retained earnings.......cooieiiiniiiiioinieis it eee e e e e et eaa et aene et peeeens 438.7

Total shareholders’ equity et e e ettt eeert e 42359
Total liabilities and shareholders’ equity.........ccoooveeeeverciceeecnnnnn. Ceerresre e $5,728.5

The accompanying notes are an integral part
of the'condensed financial information.
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. {Restated)

5 958
A

2
5,798.6.
68.9
39.1

«__.45.0

$6,067.7

‘1

-$1,000.8

2954
14,

1,367.6

667.8

3.469.5
(72.6)
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CONSECO, INC. AND SUBSIDIARIES
SCHEDULE I
. Condensed Financial Information of Registrant (Parent Company)

- Statement of Qpérations '
for the years ended December 31, 2007, 2006 and 2005
{Dollars in millions)

. e 2007 - 2006 2005
(Restated) {Restated)
Revenues: . ! . . ‘
Net iNVESUMENL INCOME. ......cceuiviierererrerenerereressnsseresessibaesiessesaeasssissse saonoe $ 36 $ 19 $ 37
Fee and interest income from subsidiaries (ehmmated in .
CONSONAAIONY e e 3.1 iy -
v TOLAl TEVENUES ....oeveccee e eraresnssesaesesesresasessesesensersrereessrens ‘ 6.7 . - 26 37
Expenses: , .
Interest expense on notes payable .........ccvervvic s . 723 529 . 48.1
Intercompany expenses (eliminated in consolidation) .............. v 15.8 . 152 8.7
Costs related to a litigation SEfIEmMEnt .......c.vuereevrereevrererererernesecricrecccnens 322 8.9 9.1
Operating coSts and EXPENSES.. ... cccesrerene e e sb b ~41.2 35.6 - © 398
Loss on extinguishment of debt ... - N 37
Total €XPENSES...rsrrrr oo s . — 161.5 113.3 109.4
Loss before income taxes and equity in .
undistributed earnings of subsidiaries..............coevvviiinsecveciecnn. - (154.8) (1107 (105.7)
Income tax benefit on period income..........cceovrernnnne e Creeeeeere v (62.1)° 41.7 __[40.1)
Loss before equity in undistributed
€arnings of SUbSIAIATIES ....coveviice e e (92.7) (69.0) (65.6)
Equity in undistributed earnings of su'bsidiaries :
(eliminated in CoOnSOHAAtIONY......o.vrvveirerrreersereseesieeseessesseessnsseesssressennes 87.2 175.0 378.3 |
NEE IICOME (0SS) -ererreroeees oo e seenesesrenes (179.9) 106.0 312.7
Preferred stock dividends..........ooeiinnninndd SO UORIN 4.1 38.0 . __38.0
Income (loss) applicable to common $tOck ......oooccevrecrcericccciinn, $(194.0) 3 _68.0 $274.7.

o .
The accompanying notes are an integral part
of the condensed financial information.
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CONSECO, INC. AND SUBSIDIARIES
SCHEDULE 11

Condensed Financial Information of Registrant (Parent Company)

Statemnent of Cash Flows
for the years ended December 31, 2007, 2006 and 2005

(Dollars in millions) ' .
2007 . 2006
Cash flows used by operating activities............cceeeereeeeieieienreseeeee s eeeene $(126.6) $( 39.4f
Cash flows from investing activities:
Investments and advances to consolidated subsidiaries® ...........cccovvvreennnn. (86.0) 4
Change in restricted cash.........ccovoiieeieereie e (1.8) . 1.9
Net cash used by investing activities ........cc.cecooeevieiceecceircs -(87.8) 2.3
Cash flows from financing activities:
Issuance of notes payable, Net.......ccoeecvceiivinincciiiecceciien. 20000 196.7
Issuance of COMMON STOCK c.c.oovverreeci i 34 1.0
Payments to repurchase common stock..........cccoeciveevnecincncccicccvnie (87.2) -
Payments on notes payable ..o {(1.8) (48.0)
Issuance of notes payable to affiliates™ ...........ccooonriininincnreeen, 223.8 3249
Payments on notes payable to affiliates® .............cccoiererrevrernsrneinnnnenns (110.3) (393.1)
Dividends paid on preferred stocK.. ..o (19.0) _(38.0)
Net cash provided by financing activities...........coccceveeeeeinecnnenicnnns 202.9 43.5
Net increase (decrease) in cash and cash
CQUIVAIETHS ... s (11.5) 6.4
Cash and cash equivalents, beginning of the year............c...overervvsnr e 95.8 89.4
Cash and cash equivalents, end of the year..........c..ooovvviiiiinininceien. $84.3 $§ 958

* Eliminated in consolidation

The accompanying notes are an integral part
of the condensed financial information.
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“CONSECO, INC. AND SUBSIDIARIES
SCHEDULE 11

Notes to Condensed Financial Information *
1. Basis of Presentation
The condensed financial information should be read in conjunction with the consolidated financial statements of
Conseco, Inc. The condensed financial information includes the accounts and activity of the parent company. Refer to the note

to the consolidated financial statements entitled “Restatement of Previously Issued Financial Statements” for further
information related to the restatement.

[hed
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CONSECO, INC. AND SUBSIDIARIES

SCHEDULE IV

Reinsurance
for the years ended December 31, 2007, 2006 and 2005
(Dollars in millions)

2007 2006 2005
Life insurance inforce: . '
DHEECL ...ttt ettt et e sene e e cn et a e e e e nes $67.831.1 $69,674.2  $71,6826
ASSUME ..ot ra et sas ettt e s bt st e st e 873.5 860.5 8394
0 T VSOOI (14.717.2) (16,583.4) (17.989.3)
Net iNSUTANCE INTOTCE. .. vviivieviiiriinireeree s rerrrsresristseressssrscarssarsens $539874 $53,951.3 $.54,532.7
Percentage of assumed to net ’ L6% 1.6% 1.5%
2007 2006 2005
Insurance policy income: ‘ .- '
DHPECL. ...ttt et ee oo easanenannpen reereeeeeaeneenananeninens $2,706.7 $2,722.4 $2,742.9
ASSUME...ce i TR 3227 130.3 60.1
Ceded ..o s eeeeeeeenere e enens (206.5) {213.3) (232.2)
Nt PIEMIUMS ..o seeeesereoscereeees e sees e e $28229  $2.6394  §25708
Percentage of assumed to net ............................... 11.4% 4.9% 2.3%
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DIRECTORS OF CONSECO, INC.

R. Glenn Hilliard
Chairman, *
Hilliard Group, LLC

Donna A. James
" President and managing director,
Lardon & Associates

Debra J. Perry
Managing member,
Perry Consulting LLC

C. James Prienr
Chief executive officer

Philip R. Roberts
Retired principal, .
Roberts Ventures, LLC

Neal C. Schneider
+  Chairman of the Board, -
PMA Capital Corporation

Michael S. Shannon
Managing director,
KSL Capital Partners

Michael T. Tokarz
Chairman,
MVC Capital, Inc.

John G, Turner
Chairman,
Hillcrest Capital Partners

Doreen A. Wright

Senior vice president and CIO,
Campbell Soup Company
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INVESTOR INFORMATION
Meeting of shareholders

Our annual meeting of shareholders will be held at
the date, time and location specified in the meeting
notice, proxy statement and proxy card that were
mailed to each shareholder with this annual report.
You may vote your proxy by executing and returning
your proxy card. If a brokerage firm holds your
shares, you may also be able to vote over the internet

or by telephone; consult your broker for information,

Shareholder services

If you are a registered shareholder and have a ques-
tion about your account, or if you would like to
report a change in your name or address, please call
Conseco’s transfer agent, American Stock Transfer
& Trust Company, {800) 937-5449. Shareholders
may also reach American Stock Transfer on the

Web at www.amstock.com or by mail:

American Stock Transfer & Trust Company
6201 15th Avenne
Brooklyn, NY 11219

199

Ways to learn more about us

Investor hotline: Call {800) 4-conseco— or (800)
426-6732—[In Indianapolis: (317) 817-6777] to
receive annual reports, Form 10-Ks, Form 10-Qs
and other lengthy documents by mail; to be placed
on our permanent mailing list; to hear prerecorded
messages on a number of topics (including daily
stock trading, news releases and financial results);
or to speak with an investor relations representa-
tive. E-mail: Comact us at ir@conseco.com to ask

questions or request materials.

Quarterly reporting

To receive Conseco’s quarterly results as soon as they
are announced, please visit investor.conseco.com,
or contact the investor relarions department to be

placed on the mailing list.

Copies of this report

To obtain additional copies of this report or to
receive other free investor materials, contact the
investor relations department. To view these

reports online, please visit investor.conseco.com.

Stock information

Conseco’s common stock is traded

CNO

| LISTED |
NYSE

primarily on the New York Stock

Exchange (trading symbol: CNOJ}.
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